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EXECUTIVE SUMMARY

This report reviews the Postal Service’s performance in Fiscal Year (FY) 2018, fulfilling the
Commission’s responsibility to produce an annual assessment of Postal Service rates and
service mandated by Title 39, section 3653, of the United States Code (U.S.C.). It is based on
information the Postal Service is required to provide within 90 days after the close of the
fiscal year and on comments subsequently received from the public. Specific Commission
findings and directives are identified in italics in each chapter.

Consistent with the approach adopted in past years, the Annual Compliance Determination
(ACD) focuses on compliance issues as defined in 39 U.S.C. §§ 3653(b)(1) and (b)(2). These
statutory subsections require the Commission to make determinations on whether any
rates and fees in effect during FY 2018 were not in compliance with chapter 36 of Title

39 of the United States Code and whether any service standards in effect during FY 2018
were not met. The Commission’s review in this year’s ACD is based on the rates approved
in Docket No. R2018-1 and all the rates in effect during FY 2018 for Competitive Products.

The financial analysis that had been incorporated in ACDs prior to 2013 is expanded in the
Financial Analysis of United States Postal Service Financial Results and 10-K Statement 2018.
The Commission will also issue a separate report on the Postal Service’s FY 2018 Annual
Performance Report and FY 2019 Performance Plan to fulfill its statutory responsibilities
under 39 U.S.C. § 3653(c).

A. Principal Findings: Market Dominant Rate
and Fee Compliance

In Chapter 2, the Commission identifies compliance issues related to 23 workshare
discounts, finding that 3 of the discounts did not comply with section 3622(e). Workshare
discounts that exceed avoided costs adversely affect Postal Service finances because they
incentivize mailers to perform worksharing that the Postal Service could have done on a
less costly basis.

e For 2 of the 3 workshare discounts that were not in compliance with section 3622 (e),
the prices approved in Docket No. R2019-1 align the discounts with avoided costs;
therefore, no further action is required.

e For the 1 workshare discount remaining out of compliance with section 3622(e), the
Postal Service must either align the workshare discount with its avoided cost in the
next Market Dominant price adjustment or provide support for an applicable statutory
exception.

Additionally, for the Periodicals class, the Commission finds that the Postal Service
meaningfully addressed the FY 2017 ACD directives to report on the cost and contribution
impact of worksharing and progress in improving pricing efficiency. The Commission
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directs the Postal Service to continue reporting on Periodicals pricing issues in its FY 2019
ACR.

B. Principal Findings: Market Dominant
Noncompensatory Products

In Chapter 3, the Commission identifies 8 noncompensatory Market Dominant products:
Periodicals In-County, Periodicals Outside County, USPS Marketing Mail Flats, USPS
Marketing Mail Parcels, Inbound Letter Post, Media Mail/Library Mail, Stamp Fulfillment
Services, and the Market Dominant negotiated service agreement (NSA) with PHI
Acquisitions, Inc. (PHI).

With respect to Periodicals In-County and Periodicals Outside County, the Commission
finds that additional transparency is necessary to hold the Postal Service accountable. The
Commission will continue to explore cost and service issues related to flats in Docket

No. RM2018-1.

For USPS Marketing Mail Flats, the Commission finds that an advanced remedy is needed to
address the Postal Service’s continuing failure to comply with the Commission’s FY 2010
ACD directive to increase the cost coverage as USPS Marketing Mail Flats remains in
violation of 39 U.S.C. § 101(d). In the next generally applicable Market Dominant price
adjustment, the Postal Service must propose a price increase for USPS Marketing Mail Flats
that is at least 2 percentage points above the class average for the USPS Marketing Mail
class. Additionally, the Postal Service must continue responding to the requirements of the
FY 2010 ACD directive by reducing USPS Marketing Mail Flats’ costs and continue to
comply with the FY 2015 directive. For USPS Marketing Mail Parcels, the Commission finds
that revenue was not sufficient to cover attributable cost in FY 2018 and strongly
recommends an advanced remedy in light of the repeated failure of USPS Marketing Mail
Parcels to covers its costs.

For the Special Services product Stamp Fulfillment Services, the Commission finds that
revenue was not sufficient to cover attributable costin FY 2018.

For Inbound Letter Post, the Commission finds that FY 2018 revenue for Inbound Letter
Post was not sufficient to cover attributable cost. The Commission recommends that the
Postal Service, in coordination with the Department of State, negotiate bilateral and
multilateral agreements that contain rates for UPU letter post mail that are more
compensatory than terminal dues. The Commission further recommends that the Postal
Service file rates for the Competitive Inbound Small Packets and Bulky Letters product as
soon as possible.

For Media Mail/Library Mail, the Commission finds that the Postal Service’s approach to
improve cost coverage through above-average price increases is appropriate and
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encourages the Postal Service to explore opportunities to further reduce the unit cost of
Media Mail/Library Mail.

For the PHI NSA, the Commission finds that the PHI NSA did not meet the criteria of
39 U.S.C. § 3622(c)(10)(A) in Contract Year 4. The Postal Service terminated the agreement
during Contract Year 4, therefore, the Commission finds that no further action is necessary.

C. Principal Findings: Competitive Products
Rate and Fee Compliance

In Chapter 4, the Commission finds that revenues for 6 Competitive products did not cover
attributable costs and, therefore, did not comply with 39 U.S.C. § 3633(a)(2). The
Competitive products that did not cover attributable costs are: two domestic NSAs,
International Priority Airmail (IPA), International Money Transfer Service—Inbound
(IMTS—Inbound), International Ancillary Services, and Officially Licensed Retail Product
(OLRP). The Commission directs the Postal Service to take corrective action, including
monthly reporting, reporting on an investigation of cost estimates, reporting on an
investigation of rate and revenue discrepancies, and provide an update on the status of the
request to seek authority to terminate or renegotiate agreements.

D. Principal Findings: Service Performance
and Customer Access

In Chapter 5, the Commission finds that FY 2018 service performance results decreased for
a majority of products compared to FY 2017 results. Most products failed to meet their
service performance targets for FY 2018.

e The Postal Service met its service performance targets for USPS Marketing Mail High
Density and Saturation Letters, USPS Marketing Mail Parcels, Bound Printed Matter
Parcels, and most Special Services products.

e Service performance results for all First-Class Mail products, both Periodicals
products, USPS Marketing Mail High Density and Saturation Flats/Parcels, USPS
Marketing Mail Carrier Route, USPS Marketing Mail Letters, USPS Marketing Mail
Flats, USPS Marketing Mail Every Door Direct Mail—Retail, Bound Printed Matter
Flats, Media Mail /Library Mail, and Post Office Box Service did not meet their
targets.

In the FY 2017 ACD, the Commission directed the Postal Service to provide specific
information developed from its First-Class Mail Single-Piece Letters/Postcards metrics as
part of its FY 2018 ACR. The Postal Service has made progress in developing quantitative
analysis linking its root cause assessments with the impact on service performance results
for this product and other First-Class Mail and USPS Marketing Mail products.
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The Commission directs the Postal Service to continue reporting specific information
developed from its First-Class Mail metrics within 90 days of the issuance of this report and
as part of its FY 2019 ACR. Additionally, the Commission directs the Postal Service to
provide more transparency regarding the progress and effects of its existing multi-year
national service performance improvement strategies.

E. Principal Findings: Flats Cost and Service
Issues

In Chapter 6, the Commission finds that unit costs for flats have continued to rise,
contribution losses have continued to grow, and flats products have still not met their
service performance targets. The Commission continues to be concerned that the Postal
Service does not have a specific plan to address flats cost and service issues. In Docket
No. RM2018-1, the Commission proposed reporting requirements to increase the
transparency of information related to flats, and the accountability of the Postal Service
when it reports on operational initiatives designed to reduce flats costs. This information
should provide more insight into the specific areas that impact flats, as well as the impact
of operational initiatives on flats costs and service issues over time. The Commission
anticipates that the data reporting will lead to the development of measurable goals to
decrease the costs and improve the service of flats. In the meantime, the Commission will
continue to encourage the Postal Service to use its data to ensure it is making cost-effective
decisions.
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CHAPTER 1: INTRODUCTION
A. Statutory Context

Two sections of Title 39 of the United States Code, as amended by the Postal Accountability
and Enhancement Act (PAEA),! require ongoing, systematic reports and assessments of the
financial and operational performance of the Postal Service. The first provision, 39 U.S.C. §
3652, requires the Postal Service to file certain annual reports with the Commission,
including an ACR. See 39 U.S.C. § 3652(a). The second provision, 39 U.S.C. § 3653, requires
the Commission to review the Postal Service’s annual reports and issue an Annual
Compliance Determination (ACD) regarding whether rates were not in compliance with
applicable provisions of Title 39 and whether any service standards were not met. 39 U.S.C.
§ 3653(b). Together, these provisions establish the ACR and the ACD as integrated
mechanisms for providing ongoing accountability, transparency, and oversight of the Postal
Service.

The Commission has decided to again report separately on the Postal Service’s financial
condition and its performance plans and program performance.? It will issue both its
financial analysis and its analysis of the performance plans and program performance,
required by 39 U.S.C. § 3653(d), in the second quarter of 2019. This ACD focuses on the
requirements of 39 U.S.C. §§ 3653(b)(1) and (b)(2).3

For regulations governing rates and fees, Congress divided mail categories and services
between Market Dominant and Competitive products. Sections 3622 and 3626 of Title 39
pertain to rates and fees for Market Dominant products; section 3633 pertains to
Competitive products.

In Chapter 2, the Commission evaluates the workshare discounts for Market Dominant
products to determine compliance with 39 U.S.C. § 3622(e). Chapter 2 also includes a
discussion about preferred rate requirements and the price cap. Chapter 3 focuses on other
compliance issues related to Market Dominant products’ rates and fees. Chapter 4 covers
compliance issues related to the rates and fees of Competitive products. In Chapter 5, the
Commission discusses service performance, customer access, and customer satisfaction.

Chapter 6 contains a follow-up discussion of the Commission’s directives in the FY 2015
ACD regarding cost and service issues for flat-shaped mailpieces (flats).

! Pub. L. 109-435, 120 Stat. 3198 (2006).

% See Notice Regarding the Postal Service FY 2018 Annual Performance Report and FY 2019 Annual Performance Plan, January 3, 2019 (Order
No. 4967).

® The Commission addresses only rates and fees that have been challenged by Commenters, or otherwise present compliance issues.
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There are three appendices to this ACD. Appendix A provides the status of Commission-
directed actions from past ACDs and new Commission-directed undertakings in this ACD.
Appendix B contains a list of Commenters. Appendix C contains an index of acronyms and
abbreviations.

B. Timeline and Review of Report

The Postal Service must file the ACR no later than 90 days after the end of each fiscal year
(i.e.,, 90 days after September 30). The Commission must complete the ACD within 90 days
of receiving the ACR. The Postal Service filed the FY 2018 ACR on December 28, 2018. On
January 14, 2019, the Commission suspended operations due to a lapse in appropriations
and reopened two weeks later on January 29, 2019. As a result of the two-week lapse in
appropriations, the Commission issues this ACD on April 12, 2019.

C. Focus of the ACR

In accordance with 39 U.S.C. § 3652, the ACR must provide analyses of costs, revenues,
rates, and quality of service sufficient to demonstrate that during the reporting year all
products complied with all applicable requirements of Title 39. Additionally, for Market
Dominant products, the Postal Service must include product information, mail volumes,
and measures of quality of service, including the speed of delivery, reliability, and the levels
of customer satisfaction. For Market Dominant products with workshare discounts, the
Postal Service must report the per-item cost it avoided through the worksharing activity
performed by the mailer, the percentage of the per-item cost avoided that the workshare
discount represents, and the per-item contribution to institutional costs. 39 U.S.C.

§ 3652(b).

D. Other Reports

In conjunction with filing the ACR, the Postal Service must also file its most recent
Comprehensive Statement on Postal Operations, its FY 2019 Performance Plan, and its FY
2018 Performance Report. 39 U.S.C. § 3652(g).

E. Commission Responsibilities

Upon receipt of the ACR, the Commission provides an opportunity for public comment on
the Postal Service’s submissions. 39 U.S.C. § 3653(a). The Commission is responsible for
making a written determination as to whether any rates or fees were not in compliance
with applicable provisions of chapter 36 of Title 39 or related regulations, and whether any
service standards were not met. 39 U.S.C. § 3653(b). If the Commission makes a timely
written determination of non-compliance, it is required to take such action as it deems
appropriate. 39 U.S.C. § 3653(c).



Docket No. ACR2018 -7-

F. Procedural History

On December 28, 2018, the Postal Service filed its FY 2018 ACR, covering the period from
October 1, 2017, through September 30, 2018.4 The ACR included an extensive narrative
and a substantial amount of detailed public and non-public information contained in
library references. The library references include the Cost and Revenue Analysis (CRA), the
International Cost and Revenue Analysis (ICRA), cost models supporting workshare
discounts, and volume information presented in billing determinants. The library
references also include the Postal Service’s “Roadmap Document” to the FY 2018 ACR,
which contains a list of special studies and a discussion of obsolescence in accordance with
39 C.F.R.§3050.12.5

The Postal Service concurrently filed its 2018 Annual Report and Comprehensive Statement
on Postal Operations as part of Library Reference USPS-FY18-17, December 28, 2018, to the
FY 2018 ACR.6

On December 31, 2018, the Commission issued an order establishing Docket No. ACR2018
to consider the ACR, appointing a Public Representative to represent the interests of the
general public, and establishing January 31, 2019 and February 11, 2019, as the deadlines
for comments and reply comments, respectively.” On January 29, 2019, due to the lapse of
appropriations resulting in suspension of Commission operations, the Commission
extended the deadline for filing comments to February 14, 2019, and the deadline for filing
responses to February 25, 2019.8

On January 9, 2019, and January 10, 2019, United Parcel Service, Inc. (UPS) and the
Association for Postal Commerce (PostCom), respectively, filed motions for access to
certain non-public library references filed as part of the FY 2018 ACR.? On January 28,
2019, the Postal Service filed responses to the motions, partially opposing the requests for

* FY 2018 Annual Compliance Report, December 28, 2018 (FY 2018 ACR). The Postal Service made other filings that revise the FY 2018 ACR and
select library references. Notice of the United States Postal Service of Revisions to Certain Pages of the FY 2018 Annual Compliance Report —
Errata, February 11, 2019; Notice of the United States Postal Service of Revisions to Multiple Annual Compliance Report Folders — Errata,
February 11, 2019. Unless otherwise noted, references to the Postal Service’s FY 2018 ACR are to its ACR and accompanying library references
as revised.

s Library Reference USPS—FY18-9, December 28, 2018.

® 2017 Annual Report and Comprehensive Statement of Postal Operations, December 28, 2018. The Postal Service includes as parts of Library
Reference USPS—FY18-17 the FY 2018 Annual Performance Report and its FY 2019 Performance Plan.

7 Notice of Postal Service's Filing of Annual Compliance Report and Request for Public Comments, December 31, 2018 (Order No. 4960); see also
84 FR 826 (January 31, 2019). On January 3, 2019, the Commission established separate comment dates for the Postal Service’s FY 2018
Performance Report and FY 2019 Performance Plan. See Order No. 4967.

& Order Extending Comment Deadlines, January 29, 2019 (Order No. 4988).

® United Parcel Service, Inc.’s Motion Requesting Access to Non-Public Materials Under Protective Conditions, January 9, 2019, at 1 (UPS Motion
for Access); Motion of Association for Postal Commerce for Access to Nonpublic Materials, January 10, 2019, at 1 (PostCom Motion for Access).
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access to some of the library references.1? On January 30, 2019, PostCom filed a reply to the
Postal Service’s opposition.11 On January 31, 2019, UPS filed a motion to supplement its
motion for access,'? and on February 4, 2019, it filed a reply to the Postal Service’s
opposition.13

On January 30, 2019, the Commission granted PostCom’s motion in part, allowing access to
the library references to which the Postal Service did not oppose.1* On February 1, 2019,
the Commission similarly granted UPS’s motion in part.15> On February 8, 2019, the
Commission issued an order granting access to all of the library references requested in
both UPS’s and PostCom’s motions.16

G. Methodology Changes

The FY 2018 ACR generally employs the methodologies used most recently by the
Commission unless the Commission has approved a change in methodology.17 In this ACR
proceeding, the Postal Service relies upon eight approved or partially approved
methodology changes.18

Docket No. RM2018-5 (Proposal Two) proposed new sampling and weighting procedures
for the city carrier portion of the In-Office Cost System (IOCS). The new sampling design
includes the use of city carrier Time and Attendance Collection System (TACS) workhours
to weight sampling data by zone (large and small) for weekday/Saturday IOCS morning
readings and to create city carrier cost control totals for morning and afternoon costs and

'° United States Postal Service Response to United Parcel Service Inc.’s Motion Requesting Access to Non-Public Materials Under Protective
Conditions, January 28, 2019 (Response to UPS Motion for Access); United States Postal Service Response to Association for Postal Commerce’s
Motion Requesting Access to Non-Public Materials Under Protective Conditions, January 28, 2019 (Response to PostCom Motion for Access).

™ Motion for Leave to Reply and Reply of the Association for Postal Commerce to United States Postal Service Response to Motion Requesting
Access to Non-Public Materials, January 30, 3019 (PostCom Reply to Postal Service Opposition for Motion for Access).

2 United Parcel Service, Inc.'s Motion to Supplement its January 9, 2019 Motion Requesting Access to Non-Public Materials Under Protective
Conditions, January 31, 2019 (UPS Motion to Supplement).

B United Parcel Service, Inc.'s Motion for Leave to Reply and Reply to the United States Postal Service's Response to Motion Requesting Access
to Non-Public Materials, February 4, 2019 (UPS Reply to Postal Service Motion for Access).

 Order Granting in Part Motion for Access, January 30, 2019 (Order No. 4994).
> Order Granting in Part Motion for Access, February 1, 2019 (Order No. 4996).

% Order Granting Motions for Access, February 8, 2019 (Order No. 4998). The Commission also extended the deadline for UPS and PostCom to
file initial comments to February 19, 2019, and extended the time for reply comments responding to issues raised in those comments to March
1, 2019. Order No. 4998 at 28.

Y7 See FY 2018 ACR at 4-6.

'8 Library Reference USPS-FY18-9, December 28, 2018. See Docket No. RM2018-4, Order on Analytical Principles Used in Periodic Reporting
(Proposal One), July 13, 2018 (Order No. 4712); Docket No. RM2018-6, Order on Analytical Principles Used in Periodic Reporting (Proposal
Three), July 19, 2018 (Order No. 4719); Docket No. RM2018-7, Order on Analytical Principles Used in Periodic Reporting (Proposal Four), August
13, 2018 (Order No. 4757); Docket No. RM2018-8, Order on Analytical Principles Used in Periodic Reporting (Proposal Five), September 21,
2018 (Order No. 4827); Docket No. RM2018-9, Order on Analytical Principles Used in Periodic Reporting (Proposal Six), August 28, 2018 (Order
No. 4798); Docket No. RM2018-10, Order on Analytical Principles Used in Periodic Reporting (Proposal Seven), October 12, 2018 (Order No.
4855); Docket No. RM2019-1, Order on Analytical Principles Used in Periodic Reporting (Proposal Eight), November 28, 2018 (Order No. 4894);
Docket No. RM2018-5, Order Approving in Part Proposal Two, January 8, 2019 (Order No. 4972).
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day of week group (distinguishing Sundays/holidays from weekdays/Saturdays).
Additionally, the Postal Service proposed that the Product Tracking and Reporting (PTR)
scan data be used as the product distribution key for city carrier Sunday/holiday costs and
as a methodology for city carriers acting as supervisors on Sundays/holidays costs.

The Commission approved the use of TACS workhours to develop Sunday and holiday city
carrier cost control totals, the use of the PTR scan data as a distribution key for
Sunday/holiday city carrier costs, and the sampling and weighting methodology for city
carrier IOCS morning readings in small zones. Order No. 4972 at 29-30.

Additionally, the Postal Service identifies the methodological change regarding product
costs discussed in response to Commission Order No. 3506,1° and the approach for
reporting group incremental cost estimates used by the Commission in the FY 2017 ACD.20
As a result, the Postal Service’s FY 2018 CRA reports group incremental cost estimates
when available as the attributable costs of combinations of products, including the Market
Dominant classes. FY 2018 ACR at 5. As a consequence, the costs labeled as attributable
costs in each row of the FY 2018 CRA are not directly comparable to costs reported with
the same label in the CRAs filed prior to FY 2017. Id. at 6.

The Postal Service uses a new methodology to distribute the revenues received from
inbound LC/AO mail, reported as the Inbound Letter Post and Inbound Market Dominant
Multi-Service Agreements with Foreign Postal Operators 1 products.2! The Commission did
not previously approve this new methodology. Although the Commission uses this
methodology for assessing compliance in this ACD, it directs the Postal Service to file a
petition for the initiation of a proceeding to consider this proposed change in analytical
principles within 90 days of issuance of this ACD.

H. Product Analysis

The Postal Service provides an analysis of each Market Dominant product, including Special
Services, and domestic and international NSAs active during FY 2018. This analysis
includes a discussion of workshare discounts and passthroughs for Market Dominant
products, required by 39 U.S.C. § 3652(b). The Postal Service also provides data for
Competitive products and discusses the data with references to standards under 39 U.S.C.

§ 3633 and 39 C.F.R. § 3015.7. Last, the Postal Service discusses two Competitive market
tests conducted in FY 2018.22

'® Docket No. RM2016-2, Order Concerning United Parcel Service, Inc.’s Proposed Changes to Postal Service Costing Methodologies (UPS
Proposals One, Two, and Three), September 9, 2016 (Order No. 3506); see also Docket No. RM2016-2, Notice of Errata, October 19, 2016.

% pocket No. ACR2017, Annual Compliance Determination, March 29, 2018, at 8-10 (FY 2017 ACD).

% See Responses of the United States Postal Service to Questions 1-28 of Chairman’s Information Request No. 6, February 8, 2019, question 17
(Responses to CHIR No. 6).

2 FY 2018 ACR at 75.
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In addition, the Commission posts the most current workshare cost avoidance models on
its website. The Commission used those models in its preparation of this ACD.

I. Service Performance

The ACR also included information regarding service performance, customer satisfaction,
and consumer access, as required under 39 U.S.C. § 3652(a)(2) and 39 C.F.R. § 3055.23

J. Confidentiality

Commission rules require the Postal Service, when it files non-public materials with the
Commission, to simultaneously file an application for non-public treatment. 39 C.F.R.

§ 3007.200. The application for non-public treatment must clearly identify all non-public
materials and fulfill the burden of persuasion that the materials should be withheld from
the public by showing that the information is commercially sensitive and by identifying the
nature, extent, and likelihood of commercial harm that would result from disclosure. Id.

§ 3007.201. The FY 2018 ACR included such an application with respect to certain
Competitive and international Market Dominant products. FY 2018 ACR at Attachment 2.

UPS and PostCom submitted motions for access to library references concerning these
products, and the Postal Service opposed the motions in part. The motions included a list of
non-public library references to which UPS and PostCom requested access, specified that
access was necessary for the purpose of filing comments in this ACR, and provided the
requisite statements of protective conditions and signed certifications from each individual
for whom UPS and PostCom sought access. See Order No. 4998 at 16. Accordingly, the
Commission found that the motions satisfied the Commission’s rules for seeking access to
non-public information. Id.; 39 C.F.R. § 3007.301.

The Postal Service’s opposition to the motions failed to show good cause for denying access
to the non-public library references. Order No. 4998 at 18-28. The Commission found that
the presence of commercially sensitive information alone is not grounds to deny access,
that Commission rules and protective conditions adequately safeguard the Postal Service
and third parties from potential harms, and that granting access does not negatively impact
the Postal Service’s ability to contract with customers. Id. The Commission found that
“denying access to non-public materials would significantly restrict the ability of interested
persons to comment on the Postal Service’s compliance under the PAEA.” Id. at 28.
Accordingly, the Commission granted UPS’s and PostCom’s motions for access. Id. at 29.

» FY 2018 ACR, chapter |II.
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K. Requests for Additional Information

Twenty-six Chairman’s Information Requests (CHIRs) were issued with respect to the ACR
from January 4, 2019, to April 5, 2019. The Postal Service responded to the CHIRs, often
filing supplemental information in support of the responses.24

* several of the Postal Service’s CHIR responses were accompanied by motions requesting late acceptance. E.g., Motion of the United States
Postal Service for Late Acceptance of Response to Question 16 of Chairman’s Information Request No. 1, January 28, 2019. Each of the Postal
Service’s motions for late acceptance is granted.
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CHAPTER 2: MARKET DOMINANT
PRODUCTS: PRICING REQUIREMENTS

A. Introduction

The PAEA introduced three pricing requirements for Market Dominant products: a
class-level price cap based upon changes in the consumer price index for all urban
consumers (CPI-U), 39 U.S.C. § 3622(d)(2)(A), a cap on workshare discounts, id.

§ 3622(e)(2), and a cap on preferred rates, id. § 3626 (a)(4)-(7). Chapter 2 discusses these
requirements.

B. The Class-Level Price Cap

The Commission approved price adjustments that went into effect during FY 2018, which
complied with the price cap provision, in accordance with 39 C.F.R. § 3010.23.”

C. Workshare Discounts

Workshare discounts provide reduced prices for mail that is prepared or entered in a
manner that avoids certain activities the Postal Service would otherwise have to perform.
These discounts are based on the estimated avoided costs that result from the mailer
performing the activity instead of the Postal Service. 39 U.S.C. § 3622(e)(2) directs the
Commission to ensure that workshare discounts do not exceed the costs the Postal Service
avoids as a result of the worksharing activity.26 The statute provides four exceptions to this
requirement. See 39 U.S.C. §§ 3622(e)(2)(A)-(D).

PostCom disagrees with the Commission’s requirements for reporting on passthroughs
that exceed 100 percent, suggesting that it “causes the Postal Service to err on the side of
reducing passthroughs below 100 [percent]” at the expense of the Postal Service’s pricing
flexibility.2” PostCom points out that “despite estimated passthroughs that exhibit
considerable volatility due to methodological changes, postal inefficiency, and normal
variation, the Postal Service and the Commission continue to use only one technique -
higher prices - to attempt to achieve compliance[.]” PostCom Comments at 2. Furthermore,
PostCom suggests that the PAEA “does not establish an absolute requirement that

* Docket No. R2018-1, Order on Price Adjustments for First-Class Mail, USPS Marketing Mail, Periodicals, Package Services, and Special Services
Products and Related Mail Classification Changes, November 9, 2017 (Order No. 4215).

% The workshare discount divided by the avoided costs and expressed as a percentage is referred to as the passthrough. Passthroughs above
100 percent indicate discounts that are greater than avoided costs. Passthroughs below 100 percent indicate discounts that are below avoided
costs.

¥ Comments of the Association for Postal Commerce, February 19, 2019, at 5-6 (PostCom Comments).
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workshare discounts never exceed 100 percent of avoided costs,” and therefore, the
Commission should allow passthroughs to exceed 100 percent if one of the statutory
exceptions applies, without encouraging the Postal Service to work towards reducing the
passthrough amount. Id. at 4, 9. The Postal Service disagrees with PostCom'’s suggestion
that the Postal Service prioritizes pricing efficiency over operational efficiency and notes
that its approach is consistent with the Commission’s direction and section 3622 (e).28

The Commission analyzes discounts to determine whether they comply with applicable
statutory provisions. Section 3653(b)(1) of Title 39 requires the Commission to base its
determinations on rates and fees “in effect” during FY 2018. The prices in effect in FY 2018
were the prices approved in Docket No. R2017-1 (through January 20, 2018) and R2018-1
(after January 20, 2018). The discounts evaluated for compliance are the Docket No.
R2018-1 prices. Workshare discounts that were not greater than the associated avoided
costs were in compliance for FY 2018.

As the Commission has previously acknowledged, although passthroughs below 100
percent are lawful, they send inefficient pricing signals to mailers. FY 2017 ACD at 15.
Passthroughs set as close as possible to 100 percent to promote pricing efficiency, lower
the total combined costs for mailers and the Postal Service, and encourage the retention
and growth of the Postal Service’s most profitable products. In instances where the
Commission finds that discounts set above avoided costs are nonetheless lawful because
they promote operational efficiency (39 U.S.C. § 3622(e)(2)(D)), the Commission
encourages the reduction of those discounts to promote pricing efficiency. If the
operational efficiency results in cost savings to the Postal Service, the Postal Service should
quantify the impact of the operational efficiency in its cost avoidance models. The
Commission commends the Postal Service for reducing the number of passthroughs above
100 percent in FY 2018. Two classes of mail are fully compliant with the section
3653(b)(1) requirement—this has not been achieved by even one class of mail in any year
since the Commission’s ACD began reporting on each class individually.

The sections below review, for each class of mail, workshare discounts that are greater
than the avoided costs associated with the discounts.

1. First-Class Mail

No First-Class Mail workshare discounts exceeded the avoided costs of the corresponding
mailer worksharing activity in FY 2018 and, therefore, all discounts were consistent with
39 US.C. § 3622(e) in FY 2018. Tables II-1, II-2, and II-3 below demonstrate the compliance
for this class.

Pitney Bowes Inc. (Pitney Bowes), NAPM, and Idealliance suggest that the workshare
discounts for certain First-Class Mail products should be set closer to 100 percent of the

% postal Service Reply to UPS and PostCom Comments, March 1, 2019, at 6-7 (Postal Service Reply Comments to UPS and PostCom).
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avoided costs.?° Pitney Bowes notes that all workshare discounts are in compliance with
the worksharing provisions in 39 U.S.C. § 3622(e)(2), but suggests that “the rate design
does not maximize pricing and operational efficiency as intended by the [PAEA].” Pitney
Bowes Comments at 2. NAPM and Idealliance suggest that their members “could sell
presort services to even more businesses if the incentive reflected the full costs avoided by
the Postal Service,” which would result in a shift to more efficient products.

NAPM /Idealliance Comments at 4.

In its reply comments, the Postal Service notes that these commenters do not dispute the
compliance of the workshare discounts and states that it “will continue to seek
opportunities to align workshare discounts with avoided costs where appropriate and
advisable.”30

In this proceeding, the Commission evaluates workshare discounts for compliance with
statutory provisions. The Commission finds the discounts for First-Class Mail were less than
avoided costs and were thus consistent with 39 U.S.C. § 3622(e) in FY 2018.

» See Comments of Pitney Bowes Inc., February 14, 2019, at 2 (Pitney Bowes Comments); Comments of the National Association of Presort
Mailers and Idealliance, February 14, 2019, at 3-4 (NAPM/Idealliance Comments).

% Reply Comments of the United States Postal Service, February 25, 2019, at 2-3 (Postal Service Reply Comments).
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Table 1I-1

First-Class Presorted Letters/Cards
Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount | Avoidance | Passthrough
(Cents) (Cents)
First-Class Mail Automation Letters: Barcoding & Presorting
Automation Mixed AADC Letters (Metered Letters) 4.6 6.7 68.7%
Automation AADC Letters (Automation Mixed AADC Letters) 1.6 2.4 66.7%
Automation 5-Digit Letters (Hybrid Automation AADC/3-Digit 3.0 3.4 88.2%
Letters)
First-Class Mail Non-automation Letters: Barcoding
Non-automation Presort Letters (Metered Letters) 1.2 7.5 16.0%
First-Class Mail Automation Cards: Barcoding & Presorting
Automation Mixed AADC Cards (Non-automation Presort Cards) 0.6 1.0 60.0%
Automation AADC Cards (Automation Mixed AADC Cards) 0.6 0.7 85.7%
Automation 5-Digit Cards (Hybrid Automation AADC/3-Digit Cards) 1.1 1.1 100.0%

Source: PRC-LR-ACR2018/3.
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Table 11-2
First-Class Mail Flats
Workshare Discounts and Benchmarks

First-Class Mail Automation Flats: Barcoding & Presorting

Automation ADC Flats (Automation Mixed ADC Flats) 7.3 11.2 65.2%
Automation 3-Digit Flats (Automation ADC Flats) 3.9 5.0 78.0%
Automation 5-Digit Flats (Automation 3-Digit Flats) 11.9 17.2 69.2%

Source: PRC-LR-ACR2018/3.

Table 11-3
First-Class Single Piece Letters/Cards
Workshare Discounts and Benchmarks

First-Class Mail Single Piece Letters: Qualified Business Reply Mail Barcoding

QBRM (Handwritten Reply Mail) | 15 | 1.8 83.3%
First-Class Mail Single Piece Cards: Qualified Business Reply Mail Barcoding
QBRM (Handwritten Reply Cards) | 1.5 | 1.8 83.3%

Source: PRC-LR-ACR2018/3.
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2. Periodicals

a. Fiscal Year 2018 Periodicals Workshare Discounts
(D) Passthroughs over 100 percent

One In-County Periodicals workshare discount and eight Outside County Periodicals
workshare discounts exceeded the avoided costs of the corresponding mailer worksharing
activity in FY 2018. Table 1I-4 identifies these nine passthroughs.

Table lI-4
Periodicals Workshare Discounts Exceeding Avoided Costs®!

Year End Unit Cost
Type of Worksharing Discount Avoidance Passthrough
(Cents) (Cents)
Outside County
Presorting
Saturation 2.1 2.0 105.0%
Machinable Non-automation 3-Digit/SCF Flats 5.8 5.7 101.8%
Machinable Automation 3-Digit/SCF Flats 5.1 5.0 102.0%
Non-machinable Non-automation 5-Digit Flats 13.2 9.3 141.9%
Non-machinable Automation 5-Digit Flats 13.2 9.6 137.5%
Presorting Automation Letters
Automation ADC Letters 3.7 1.8 205.6%
Automation 3-Digit Letters 2.0 0.4 500.0%
Automation 5-Digit Letters 6.8 2.2 309.1%
In-County
Presorting Automation Letters
Automation 3-Digit Letters ‘ 1.0 0.6 166.7%

Source: PRC-LR-ACR2018/5.

Workshare discounts are allowed to exceed avoided costs if a statutory exception applies.
See 39 U.S.C. § 3622(e). The Postal Service justifies Periodicals workshare discounts that
exceeded 100 percent passthroughs on the basis of 39 U.S.C. § 3622(e)(2)(C), which
authorizes workshare discounts greater than avoided costs if provided in connection with a
subclass that consists exclusively of mail matter with educational, cultural, scientific, or
informational (ECSI) value. FY 2018 ACR at 38.

* The Periodicals pricing structure differs from the other Market Dominant classes, in that it includes piece, pound, bundle, and container
elements. See PRC-LR—ACR2018/5 for a comprehensive display of all Periodicals prices and worksharing relationships for FY 2018.
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(2) Commission Analysis
(a) Statutory Considerations for Passthroughs

Because the Periodicals class consists exclusively of ECSI mail, the Commission finds that
the Periodicals workshare discounts that exceeded avoided costs in FY 2018 were
consistent with 39 U.S.C. § 3622(e). However, given that the Periodicals class does not
cover costs, sending efficient price signals is particularly important. Although 39 U.S.C. §
3622(e) allows workshare discounts to exceed avoided costs if a statutory exception
applies and does not prohibit the Postal Service from offering workshare discounts with
passthroughs that are less than 100 percent, other statutory requirements and objectives
focus on sending efficient pricing signals to mailers. This concept is relevant to all
workshare discounts, including those in subclasses that consist exclusively of ECSI value.
Generally, prices must “enable the Postal Service, under best practices of honest, efficient,
and economical management, to maintain and continue the development of postal services
of the kind and quality adapted to the needs of the United States.” 39 U.S.C. § 404(b).
Moreover, the Market Dominant ratemaking system is designed to achieve nine objectives,
of which one is “[t]o maximize incentives to reduce costs and increase efficiency.” 39 U.S.C.
§ 3622(b)(1). Therefore, the Postal Service should, in all cases, consider whether such
passthroughs send efficient pricing signals to mailers.

Inefficient pricing signals may contribute to Periodicals revenues not covering costs if the
price does not incentivize mailers to prepare Periodicals mailings efficiently. Continued
improvement of the relationship between discounts and avoided costs should signal to the
mailer the mail preparation method that is most efficient for both the Postal Service and
the mailer. The Commission emphasized in past ACDs that, as a general principle,
passthroughs closer to 100 percent would send better pricing signals to mailers and would
increase contribution and cost savings to the Postal Service.32

In Docket No. R2018-1, the Postal Service adjusted prices for sacks and trays to improve
cost coverage, adjusted prices for bundles and pallets based on estimated bottom-up costs,
and increased the price difference between Carrier Route and Machinable Automation 5-
Digit Flats to encourage preparation of more Carrier Route pieces.33 In Docket No. R2019-1,
the Postal Service proposed above-average increases for trays and sacks to boost their cost
coverage, proposed above-average increases for all bundles and pallet containers to raise
their cost coverage and encourage operational efficiency, increased the price difference
between basic Carrier Route and Machinable Automation 5-Digit Flats to encourage
preparation of Carrier Route pieces, and increased piece prices to bring all workshare

32 5ee Docket No. ACR2009, Annual Compliance Determination, March 29, 2010, at 76 (FY 2009 ACD); Docket No. ACR2010, Annual Compliance
Determination, March 29, 2011, at 96-97 (FY 2010 ACD); Docket No. ACR2011, Annual Compliance Determination, March 28, 2012, at 108-110
(FY 2011 ACD); Docket No. ACR2012, Annual Compliance Determination, March 28, 2013, at 100-101 (FY 2012 ACD); Docket No. ACR2013,
Annual Compliance Determination, March 27, 2014, at 21-23 (FY 2013 ACD); Docket No. ACR2014, Annual Compliance Determination, March
27,2015, at 14-16 (FY 2014 ACD); Docket No. ACR2015, Annual Compliance Determination, March 28, 2016, at 17-19 (FY 2015 ACD); Docket No.
ACR2016, Annual Compliance Determination, March 28, 2017, at 18-20 (FY 2016 ACD); FY 2017 ACD at 20-23.

%3 Docket No. R2018-1, Notice of Market Dominant Price Adjustment, October 6, 2017, at 23.
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discount passthroughs down to 100 percent or below.3* While the Commission notes that
some improvements have been made, continued improvement of Periodicals pricing
efficiency would maximize contribution (or in this case, minimize negative contribution)
and cost savings.

(b)  Sending Efficient Pricing Signals

Since FY 2013, the Commission has highlighted the growing disparity between the Postal
Service's pricing signals that appear to encourage 5-Digit presortation and discourage
Carrier Route presortation.3>

Most Outside County Periodicals volume is presorted to Machinable Automation 5-Digit or
Carrier Route Basic. Figure II-1 details changes in passthroughs for Carrier Route Basic and
Machinable Automation 5-Digit piece presorting from FY 2008 to FY 2018.

Figure lI-1
Carrier Route Basic and Machinable Automation 5-Digit Passthroughs

124.0%

121.6%

Passthrough

Legend
. Machinable Automation 5-Digit
B Carrier Route Basic

Fiscal Year

Source: PRC-LR-ACR2018/5.

* Docket No. R2019-1, United States Postal Service Notice of Market-Dominant Price Change, October 10, 2018, at 25.

% See FY 2013 ACD at 21; FY 2014 ACD at 15; FY 2015 ACD at 18; FY 2016 ACD at 19; FY 2017 ACD at 22.
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Comments. MPA and ANM contend that the Commission should require the Postal Service
to set workshare passthroughs at or near 100 percent to promote lowest combined costs.36
They also state that passing through 100 percent of the Carrier Route Basic cost avoidance
will translate into real, measurable cost savings and help the Postal Service retain the most
efficient Periodicals mail. MPA/ANM Comments at 6. The Postal Service replies that
passthroughs below 100 percent are permissible under the PAEA, and there is no statutory
basis to force the Postal Service to pass through more of the cost avoidance than it
currently does. Postal Service Reply Comments at 6. The Postal Service states that it will
continue to use its pricing flexibility to encourage efficient preparation of Periodicals
through price signals, workshare discount adjustments, and other initiatives consistent
with statutory requirements. Id. at 6-7.

Commission Analysis. In FY 2018, the gap between the passthroughs for Machinable
Automation 5-Digit and Carrier Route shrunk considerably. Both passthroughs are now
under 100 percent.

However, prices that yield more passthroughs closer to 100 percent would further
promote Periodicals pricing efficiency. Discounts are most efficient when they are set at
their corresponding avoided costs. Passthroughs set under 100 percent generally reflect a
situation where the discount offered to mailers is less than the Postal Service’s avoided
cost. A discount that is “too small” discourages efficiency if a mailer could perform the work
at a lower cost than the Postal Service, but does not do so because the cost to the mailer for
performing the work required to receive the discount exceeds the amount of the discount.

b. Fiscal Year 2017 ACD Directives

In the FY 2017 ACD, the Commission directed the Postal Service to include an updated
version of the FY 2017 ACD Periodicals Pricing Report in its FY 2018 ACR. FY 2017 ACD at
24. The updated report was to include an analysis of how the pricing in Docket No. R2018-1
impacted the cost, contribution, and revenue of Periodicals in FY 2018 and whether the
new pricing improved the efficiency of Periodicals pricing in FY 2018. Id.

The Postal Service filed this updated report as Library Reference USPS-FY18-44,
December 28, 2018, Update to Periodicals Pricing Report (Periodicals Pricing Report).

Comments. The Public Representative comments that she appreciates the provision of the
Periodicals Pricing Report, which, together with the previous reports, allows for a better
understanding of the dynamics and impacts of Periodicals pricing.37 She states that she
does not have any recommendations specific to the Periodicals class at this time. PR
Comments at 47.

% Comments of MPA - The Association of Magazine Media and the Alliance of Nonprofit Mailers, February 14, 2019, at 2 (MPA/ANM
Comments).

% public Representative Comments, February 14, 2019, at 47 (PR Comments).
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Commission Analysis. In the Periodicals Pricing Report, the Postal Service discusses two
significant initiatives intended to improve Periodicals pricing: (1) pricing pieces, bundles,
and containers closer to estimated unit processing costs to improve the efficiency signals
given to customers, and (2) making modifications to the container preparation hierarchy to
encourage the preparation of 5-Digit Carrier Routes pallets. Periodicals Pricing Report at 3.

The Postal Service states that by establishing prices at or near estimated unit processing
costs, a customer’s mailing decisions will be based on the assessment of whether the
customer or the Postal Service can perform necessary sortation more efficiently. Id. In
Docket No. R2018-1, the Postal Service increased the price difference between Basic
Carrier Route and Automation 5-Digit rates. Id. at 5. The Postal Service reports that, in the
aggregate, customers responded to this incentive by increasing the volume of pieces not
needing piece sortation (Carrier Route, High Density, and Saturation presorting) by
approximately 1 percent. Id. The Postal Service also states that comparing Quarters 3 and 4
of FY 2017 with Quarters 3 and 4 of FY 2018 indicates that the low cost preparation profile
of Periodicals Outside County has increased. Id. at 6-7.

The Postal Service contends that the pricing incentives designed to encourage the
preparation of 5-Digit Carrier Route pallets appear to be successful. Id. at 3. In comparing
Quarter 3 of FY 2017 and Quarter 3 of FY 2018, the Postal Service states that the
proportion of Periodicals mail prepared on 5-Digit Carrier Route pallets increased from 6.3
percent to 10.1 percent. Id. However, the Postal Service provides that it is not feasible to
isolate the impacts of these price changes from the multitude of other co-variates that
affect customers’ mailing decisions and from the evolution of the Periodicals class. Id. at 4.

The data provided by the Postal Service show that the mail processing cost per piece,
bundle, and container decreased after the price change in Docket No. R2018-1. Id. at 7. At
the same time, the delivery and transportation cost per piece, bundle, and container
increased.3® The revenue per piece, bundle, and container decreased. Id. at 8. In total,
because the overall costs increased while the revenue decreased, Periodicals contribution
deteriorated in FY 2018.

The Commission concludes that, on the whole, the Postal Service’s report meaningfully
responds to the Commission’s directive. In the Periodicals Pricing Report, the Postal
Service provided a robust narrative and workpapers containing quantitative analyses. By
performing a quantitative analysis of changes in cost, contribution, and revenue after
implementation of new prices, the Postal Service has begun to make progress in analyzing
the pricing efficiency of Periodicals. Such analysis provides a useful tool for the Postal
Service to more fully understand potential impacts of new prices on cost, revenue, and
contribution. In future rate changes, such analysis can aid in increasing Periodicals pricing
efficiency.

%8 See PRC-LR-ACR2018/5, Excel file “FY18 Periodicals Cost Coverage.xlsx.”
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The Commission directs the Postal Service to provide an updated version of the Periodicals
Pricing Report in its FY 2019 ACR. The report must include an analysis of how the pricing in
Docket No. R2019-1 impacted the cost, contribution, and revenue of Periodicals in FY 2019
and whether the new pricing improved the efficiency of Periodicals pricing in FY 2019.

3. USPS Marketing Mail*

Fourteen USPS Marketing Mail workshare discounts exceeded the avoided costs of the
corresponding mailer workshare activity in FY 2018. These fourteen workshare discounts
are in the Letters, Flats, Parcels, Carrier Route, and High Density and Saturation Letters
products.

a. Letters

The following five workshare discounts for Letters exceeded avoided costs in FY 2018:

e Automation Mixed automated area distribution center (AADC) Letters
¢ Non-automation 3-Digit Non-machinable Letters

¢ Non-automation 5-Digit Non-machinable Letters

e Destination network distribution center (DNDC) dropship Letters

e Destination sectional center facility (DSCF) dropship Letters

Each is discussed below. All remaining discounts offered for Letters were less than or equal
to avoided costs, and were thus consistent with 39 U.S.C. § 3622(e) in FY 2018.40 Table II-5
shows the workshare discounts for the Letters product for FY 2018.

*In FY 2018, all USPS Marketing Mail commercial and nonprofit discounts were equal. See, e.g., Docket No. R2013-1, Order on Standard Mail
Rate Adjustments and Related Mail Classification Changes, December 11, 2012, at 8 (Order No. 1573) (“[Dlisparities between commercial and
nonprofit discounts are impermissible unless supported by a rational justification that the differential treatment is ‘specifically authorized’ by
another section of the statute.” (citation omitted)).

“% pitney Bowes comments that discounts for USPS Marketing Mail Automation Letters (specifically, the discounts for Automation AADC Letters
and Automated 5-Digit Letters) should be increased so that these discounts would be set closer to avoided costs. Pitney Bowes Comments at 1-
2. The Commission has noted before that workshare discounts set substantially below avoided costs send inefficient pricing signals to mailers
and reduce pricing efficiency. See Chapter II.C., supra. The Commission therefore encourages the Postal Service to increase such discounts.
Nevertheless, for purposes of compliance with 39 U.S.C. § 3622(e) such discounts are lawful. See id.
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Table 1I-5

USPS Marketing Mail Letters (Commercial and Nonprofit)
Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
USPS Marketing Mail Automation Letters: Barcoding (Cents/Piece)
Automation Mixed AADC Letters 0
(Non-automation MAADC BC-Benchmark)* 13 0-6 216.7%
USPS Marketing Mail Automation Letters: Presorting (Cents/Piece)
Automation AADC Letters (Automation Mixed AADC Letters) 13 1.8 72.2%
Automation 5-Digit Letters (Weighted Average Automation o
AADC & 3-Digit Letters)* 23 2.7 85.2%
USPS Marketing Mail Non-automation Letters: Presorting (Cents/Piece)
Non-automation AADC Machinable Letters
. . . 13 2.5 52.0%
(Non-automation Mixed AADC Machinable Letters) ?
Non-automation ADC Non-machinable Letters
. . . 7.3 7.5 97.3%
(Non-automation Mixed ADC Non-machinable Letters) ?
Non-automation 3-Digit Non-machinable Letters
. . 23 2.2 104.5%
(Non-automation ADC Non-machinable Letters) °
Non-automation 5-Digit Non-machinable Letters
. . . 7.1 7.0 101.49
(Non-automation 3-Digit Non-machinable Letters) %
USPS Marketing Mail Letters: Dropship (Cents/Piece)
DNDC Letters (Origin Letters) 2.4 1.9 126.3%
DSCF Letters (Origin Letters) 3.1 2.3 134.8%

Source: PRC-LR-ACR2018/4.

(1)  Automation Mixed AADC Letters

The passthrough for Automation Mixed AADC Letters was 216.7 percent in FY 2018, down
from 1300.0 percentin FY 2017. FY 2018 ACR at 20. The Postal Service explains that this

decrease was due to a significant increase in cost avoidance resulting from the
methodology changes approved in Docket No. RM2019-1.43 Although this passthrough
remains above 100 percent, the Postal Service justifies it pursuant to 39 U.S.C.

*! See Order No. 4894 at 7-8.

*2 See Docket No. RM2012-6, Order Revising Benchmark Used to Calculate the Costs Avoided by Automation First-Class 5-Digit Cards and

Standard Regular 5-Digit Letter Mail, July 29 2013, at 5 (Order No. 1793).
3 Id.; see also Order No. 4894.
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§ 3622(e)(2)(D), asserting that it encourages mailers to provide Intelligent Mail barcodes
(IMbs) on their mailpieces, which improves operational efficiency. FY 2018 ACR at 20. The
Postal Service further states that Full-Service IMbs allow for data collection which provides
insight into mail processing operations and can be used to improve mailers’ preparation
processes.** The Postal Service asserts that such implicit benefits are difficult to capture in
the cost avoidance models. January 28 Responses to CHIR No. 3, questions 7.a.-b. The Postal
Service expresses its intent to gradually lower this passthrough in the next Market
Dominant price adjustment. Id. question 7.c.

The Public Representative agrees that this excessive passthrough has been substantially
reduced as a result of the methodology changes approved in Docket No. RM2019-1. PR
Comments at 59. She concludes that even though this passthrough continues to exceed 100
percent, it is justified pursuant to 39 U.S.C § 3622(e)(2)(D). Id.

The Commission finds that the Automation Mixed AADC Letters discount was adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(D) in FY 2018. The Postal Service should continue
its FY 2016 commitment to align the discount with avoided cost.*>

(2) Non-automation 3-Digit Non-machinable Letters and
Non-automation 5-Digit Non-machinable Letters

The discounts for Non-automation 3-Digit Non-machinable Letters and Non-automation 5-
Digit Non-machinable Letters had passthroughs of 104.5 percent and 101.4 percent,
respectively, in FY 2018. FY 2018 ACR at 20-21. In Docket No. R2019-1, the Postal Service
reduced these discounts by 0.1 cents for Non-automation 3-Digit Non-machinable Letters
and 0.3 cents for Non-automation 5-Digit Non-machinable Letters. Id. The Postal Service
asserts that when the Docket No. R2019-1 prices take effect, both passthroughs will be at
or below 100 percent. Id.

The Public Representative asserts that no statutory exception was cited to justify these
excessive passthroughs, and they were therefore out of compliance for FY 2018. PR
Comments at 63-64. Nevertheless, she agrees with the Postal Service that both of these
passthroughs will have been brought into compliance once the Docket No. R2019-1 price
adjustment is implemented. Id. at 64. Accordingly, she states that no further action is
necessary to bring these passthroughs into compliance. Id.

The Commission finds that these discounts were not in compliance in FY 2018. Due to the
discount approved in Docket No. R2019-1, the Commission finds that no further action is
required for the Non-automation 3-Digit Non-machinable Letters and Non-automation 5-
Digit Non-machinable Letters discounts.

** Responses of the United States Postal Service to Questions 1-20 of Chairman’s Information Request No. 3, January 28, 2019, question 7
(January 28 Responses to CHIR No. 3).

* See United States Postal Service FY 2016 Annual Compliance Report, December 29, 2016, at 39 (FY 2016 ACR).
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(3) DNDC and DSCF Dropship Letters

In FY 2018, the passthroughs for DNDC dropship Letters and DSCF dropship Letters were
126.3 percent and 134.8 percent, respectively, down from 152.9 and 161.9 percent,
respectively, in FY 2017. FY 2018 ACR at 19. The Postal Service justifies these excessive
discounts pursuant to 39 U.S.C. § 3622(e)(2)(B), on the grounds that they are necessary to
mitigate rate shock. Id. In Docket No. R2019-1, the Postal Service reduced both of these
passthroughs by at least 10 percentage points.#¢ The Postal Service states that it intends to
reduce these passthroughs by at least 10 percentage points in the next Market Dominant
price adjustment. FY 2018 ACR at 19.

The Public Representative agrees that these excessive passthroughs are justified under
39 U.S.C. § 3622(e)(2)(B). PR Comments at 60. She states that the Postal Service has
followed through with its plan to reduce these passthroughs by at least 10 percentage
points in each Market Dominant rate case. Id. at 59-60.

NAPM and Idealliance ask the Commission to consider whether further reductions in
passthroughs for DNDC and DSCF dropship Letters might “have unintended adverse effects
on the Postal Service’s operational efficiency.” NAPM /Idealliance Comments at 5-6.

The Postal Service replies that its approach to reducing passthroughs over time is
consistent with the direction that has been provided by the Commission. Postal Service
Reply Comments at 5. The Postal Service asserts that it “recognizes that a balance must be
struck between encouraging efficient entry of Marketing Mail volume by mailers, exercising
the Postal Service’s pricing flexibility subject to price cap limitations at the class level, and
maintaining compliance with the Commission’s interpretation of the worksharing
requirements of Section 3622(e).” Id.

The Commission concludes that a substantial one-time reduction in the DNDC and DSCF
dropship Letters passthrough percentages would likely adversely affect users, and that the
Postal Service took adequate steps in Docket No. R2019-1 to continue to phase out these
excessive passthroughs. Thus, the Commission finds that these discounts were adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(B) in FY 2018. The Commission expects the Postal
Service to align these discounts with avoided costs consistent with its plan. If the Postal
Service deviates from its plan, it must provide a detailed analysis and explanation in support
of that deviation.

“® Docket No. R2019-1, Order on Price Adjustments for First-Class Mail, USPS Marketing Mail, Periodicals, Package Services, and Special Services
Products and Related Mail Classification Changes, November 13, 2018, at 33 (Order No. 4875).



Docket No. ACR2018 -26-

b. USPS Marketing Mail Flats

Two workshare discounts for USPS Marketing Mail Flats exceeded avoided cost in FY 2018:

e Automation Mixed ADC Flats
e Automation 3-Digit Flats

All remaining discounts offered for USPS Marketing Mail Flats were less than or equal to
avoided costs, and thus were consistent with 39 U.S.C. § 3622(e). Table I1I-6 shows the
discounts for the USPS Marketing Mail Flats product for FY 2018.

Table 11-6

USPS Marketing Mail Flats (Commercial and Nonprofit)*’
Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount | Avoidance | Passthrough
(Cents) (Cents)
USPS Marketing Mail Automation Flats: Barcoding (Cents/Piece)
Automation Mixed ADC Flats (Non-automation Mixed ADC Flats) 3.6 1.9 189.5%
USPS Marketing Mail Automation Flats: Presorting (Cents/Piece)
Automation ADC Flats (Automation Mixed ADC Flats) 3.1 6.0 51.7%
Automation 3-Digit Flats (Automation ADC Flats) 6.7 6.5 103.1%
Automation 5-Digit Flats (Automation 3-Digit Flats) 10.7 12.9 82.9%
USPS Marketing Mail Non-automation Flats: Presorting (Cents/Piece)
Non-automation ADC Flats (Non-automation Mixed ADC Flats) 3.2 4.1 78.0%
Non-automation 3-Digit Flats (Non-automation ADC Flats) 5.2 5.6 92.9%
Non-automation 5-Digit Flats (Non-automation 3-Digit Flats) 8.4 9.7 86.6%
USPS Marketing Mail Flats: Dropship48 (Cents/Pound)
DNDC Flats (Origin Flats) 20.5 35.7 57.4%
DSCF Flats (Origin Flats) 26.1 38.6 67.5%

Source: PRC-LR-ACR2018/4.

*’ Table 11-6 does not list commercial and nonprofit discounts separately because in FY 2018 all commercial and nonprofit USPS Marketing Mail

Flats discounts were set equal.

“ Passthroughs for these discounts use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are calculated
using the total avoided costs divided by total pounds and the total discount divided by total pounds. See Docket No. RM2017-11, Order on
Analytical Principles Used in Periodic Reporting (Proposal Seven), November 20, 2017 (Order No. 4227).
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(1)  Automation Mixed ADC Flats

The passthrough for Automation Mixed ADC Flats was 189.5 percent in FY 2018, down
from 190.0 percentin FY 2017. FY 2018 ACR at 21-22. The Postal Service justifies this
excessive passthrough pursuant to 39 U.S.C. § 3622(e)(2)(D), on the grounds that it
encourages mailers to place IMbs on mailpieces, which improves operational efficiency. Id.
In Docket No. R2019-1, the Postal Service aligned this discount with its FY 2017 avoided
cost.#9 However, avoided costs increased 0.1 cents in FY 2018.50 Using the discount from
Docket No. R2019-1, the passthrough drops significantly—down to 105.3 percent. FY 2018
ACR at 21-22. The Postal Service elaborates that Full-Service IMbs allow for data collection
which provides insight into mail processing operations and can be used to improve mailers’
preparation processes. See January 28 Responses to CHIR No. 3, question 8.a. (citing
question 7a.-b.). The Postal Service asserts that these benefits are difficult to capture in the
cost avoidance models. Id. The Postal Service expresses its intent to align this discount with
its avoided cost in the next Market Dominant price adjustment. Id. question 8.d.

The Public Representative asserts that once the new rates approved in Docket No. R2019-1
take effect, this passthrough will fall to 105.3 percent. PR Comments at 60. She concludes
that “[because] the Postal Service will most likely file the next [M]arket [D]Jominant rate
case with existing avoided costs, . .. the Postal Service should be able to eliminate the
excessive passthrough for this product in FY 2019.” Id. Therefore, she states that this
passthrough is adequately justified under 39 U.S.C. § 3622(e)(2)(D). Id.

The Commission finds that the Automation Mixed ADC Flats discount was adequately justified
pursuant to 39 US.C. § 3622(e)(2)(D) in FY 2018. Consistent with its plan, the Postal Service
must either align the discount with its avoided costs in the next Market Dominant rate
adjustment, or provide support for an applicable statutory exception.

(2)  Automation 3-Digit Flats

The passthrough for Automation 3-Digit Flats was 103.1 percent in FY 2018, up from 72.4
percentin FY 2017. FY 2018 ACR at 21. The Postal Service explains that a decrease in this
rate category’s unit cost avoidance led to this passthrough exceeding 100 percent in FY
2018. Id. When prices from Docket No. R2019-1 take effect, this passthrough will increase
to 113.8 percent. Id. The Postal Service intends to realign this discount with its avoided cost
in the next Market Dominant price adjustment, or else cite an appropriate statutory
exception. Id.

The Public Representative asserts that the Postal Service does not cite any statutory
exception for this excessive passthrough, and that it was therefore out of compliance for
FY 2018. PR Comments at 65.

* see Docket No. R2019-1, United States Postal Service Notice of Market-Dominant Price Change, October 10, 2018, at 16-18.

0 See Library Reference USPS—FY18-3, December 28, 2018, Excel file “FY18.3 Worksharing Tables.xlsx.”
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The Commission finds that the Automation 3-Digit Flats discount was not in compliance
during FY 2018. The Postal Service must either align this discount with its avoided cost in the
next Market Dominant price adjustment, or provide support for an applicable statutory
exception.

C. Parcels

Three workshare discounts for Parcels exceeded avoided costs in FY 2018:

e Mixed NDC Machinable Barcoded Parcels
e Mixed NDC Irregular Barcoded Parcels
e Mixed NDC Barcoded Marketing Parcels

These discounts are discussed together below. All remaining discounts offered for Parcels
were less than avoided costs, and thus were consistent with 39 U.S.C. § 3622(e). Table II-7
and Table II-8 show the discounts for the Parcels product for FY 2018.
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Table 1I-7

USPS Marketing Mail Parcels (Commercial and Nonprofit)
Presort and Barcode Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
Nonprofit USPS Marketing Mail Parcels: Presorting (Cents/Piece)
NDC Machinable Parcels (Mixed NDC Machinable Parcels) 39.6 55.8 71.0%
5-Digit Machinable Parcels (NDC Machinable Parcels) 28.6 82.3 34.8%
NDC Irregular Parcels (Mixed NDC Irregular Parcels) 25.0 30.0 83.3%
SCF Irregular Parcels (NDC Irregular Parcels) 38.1 66.1 57.6%
5-Digit Irregular Parcels (SCF Irregular Parcels) 16.2 91.0 17.8%
Nonprofit USPS Marketing Mail Parcels: Barcoding (Cents/Piece)’"
Mixed NDC Machinable Barcoded Parcels
. 4.1 141.59
(Mixed NDC Machinable Non-barcoded Parcels) >-8 >%
Mixed NDC Irregular Barcoded Parcels
. 5.8 4.1 141.5%
(Mixed NDC Irregular Non-barcoded Parcels) ?
USPS Marketing Mail Parcels: Presorting (Cents/Piece)
NDC Marketing Parcels (Mixed NDC Marketing Parcels) 33.4 43.0 77.7%
SCF Marketing Parcels (NDC Marketing Parcels) 314 39.6 79.3%
5-Digit Marketing Parcels (SCF Marketing Parcels) 9.3 87.3 10.7%
USPS Marketing Mail Parcels: Barcoding (Cents/Piece)
Mixed NDC B ded Marketing P I
ixe arcoded Marketing Parcels 58 41 141.5%

(Mixed NDC Non-barcoded Marketing Parcels)

Source: PRC-LR-ACR2018/4.

*! The Postal Service charges a surcharge for non-barcoded pieces.
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Table 1I-8
USPS Marketing Mail Parcels (Commercial and Nonprofit)
Dropship Workshare Discounts and Benchmarks>>

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance Passthrough
(Cents) (Cents)
Nonprofit USPS Marketing Mail Machinable Parcels: Dropship (Cents/Pound)
DNDC Machinable Parcels (Origin Machinable Parcels) 24.5 52.8 46.4%
DSCF Machinable Parcels (Origin Machinable Parcels) 52.6 75.6 69.5%
DDU Machinable Parcels (Origin Machinable Parcels) 70.5 101.7 69.4%
USPS Marketing Mail Marketing Parcels: Dropship (Cents/Pound)
DNDC Marketing Parcels (Origin Marketing Parcels) 25.7 52.8 48.7%
DSCF Marketing Parcels (Origin Marketing Parcels) 52.2 75.6 69.1%
DDU Marketing Parcels (Origin Marketing Parcels) 74.1 101.7 72.9%
Nonprofit USPS Marketing Mail Irregular Parcels: Dropship (Cents/Pound)
DNDC Irregular Parcels (Origin Irregular Parcels) 24.5 52.8 46.4%
DSCF Irregular Parcels (Origin Irregular Parcels) 52.6 75.6 69.5%
DDU Irregular Parcels (Origin Irregular Parcels) 70.5 101.7 69.4%

Source: PRC-LR-ACR2018/4.

Mixed NDC Machinable Barcoded Parcels, Mixed NDC Irregular Barcoded Parcels, and Mixed
NDC Barcoded Marketing Parcels. Mixed NDC Machinable Barcoded Parcels, Mixed NDC
Irregular Barcoded Parcels, and Mixed NDC Barcoded Marketing Parcels each had a
passthrough of 141.5 percent in FY 2018. FY 2018 ACR at 22. The Postal Service justifies
these excessive passthroughs pursuant to 39 U.S.C. § 3622(e)(2)(D), on the grounds that
they encourage mailers to pre-barcode parcels, thereby increasing operational efficiency.
Id. In Docket No. R2019-1, the Postal Service reduced each of these passthroughs by at least
10 percentage points. Order No. 4875 at 33-34. The Postal Service states that it intends to
reduce these passthroughs by at least 10 percentage points in the next Market Dominant
price adjustment. FY 2018 ACR at 22-23.

The Public Representative notes that while the Commission has previously accepted the
Postal Service’s justification for these excessive passthroughs based on the Postal Service’s
commitment to decrease them by at least 10 percentage points in each Market Dominant
price adjustment, under the discounts and rates approved in Docket No. R2019-1 and the

%2 passthroughs for discounts in this table use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are
calculated using the total avoided costs divided by total pounds and the total discounts given divided by total pounds.
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unit avoided cost estimates from FY 2018, these passthroughs will only be reduced by 9.8
percentage points. PR Comments at 61. In light of the Postal Service’s expressed intent to
lower these passthroughs by at least 10 percentage points in the next Market Dominant
price adjustment, she expresses the view that “it is reasonable to expect the Postal Service
to modify discounts in the next [M]arket [D]Jominant rate case to reduce these three
passthroughs by the anticipated amount.” Id. Therefore, she states that these three
passthroughs have been adequately justified in FY 2018 pursuant to 39 U.S.C.

§ 3622(e)(2)(D). Id.

The Commission finds that the Mixed NDC Machinable Barcoded Parcels, Mixed NDC Irregular
Barcoded Parcels, and Mixed NDC Barcoded Marketing Parcels discounts were adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(D) in FY 2018. The Commission expects the Postal
Service to follow its plan to reduce these passthroughs by at least 10 percentage points in
future Market Dominant price adjustments.

d. Carrier Route

Two workshare discounts for Carrier Route Letters exceeded avoided costs in FY 2018:

e DNDC dropship Letters
e DSCF dropship Letters

These discounts are discussed together below. All remaining discounts offered for Carrier
Route were less than avoided costs, and thus were consistent with 39 U.S.C. § 3622(e).
Table I1-9 shows the discounts for the Carrier Route product for FY 2018.
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Table 1I-9
USPS Marketing Mail Carrier Route (Commercial and Nonprofit)*>
Dropship and Presort Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
USPS Marketing Mail Carrier Route Letters: Dropship (cents/piece)
DNDC Letters (Origin Letters) 2.7 1.9 142.1%
DSCF Letters (Origin Letters) 3.5 2.3 152.2%
USPS Marketing Mail Carrier Route Flats: Dropship (cents/pound)™
DNDC Flats (Origin Flats) 15.2 35.7 42.5%
DSCF Flats (Origin Flats) 20.0 38.6 51.8%
DDU Flats (Origin Flats) 36.6 43.7 83.8%
USPS Marketing Mail Carrier Route Flats: Presorting (cents/piece)
Origin Flats on 5-Digit Pallets (Other Origin Flats) 1.9 1.9 100%
DNDC Flats on 5-Digit Pallets (Other DNDC Flats) 1.9 1.9 100%
DSCF Flats on 5-Digit Pallets (Other DSCF Flats) 19 19 100%
DDU Flats on 5-Digit Pallets (Other DDU Flats) 1.9 1.9 100%
USPS Marketing Mail Carrier Route Flats: Dropship (cents/pound)
DNDC Flats on 5-Digit Pallets (Origin Flats) 14.3 35.7 40.0%
DSCF Flats on 5-Digit Pallets (Origin Flats) 17.8 38.6 46.1%
DDU Flats on 5-Digit Pallets (Origin Flats) 22.3 43.7 51.1%

Source: PRC-LR-ACR2018/4.

Carrier Route Dropship DNDC and DSCF Letters. In FY 2018, passthroughs for Carrier Route
Dropship DNDC and DSCF dropship Letters were 142.1 percent and 152.2 percent,
respectively. FY 2018 ACR at 23. The Postal Service justifies these excessive passthroughs
pursuant to 39 U.S.C. § 3622(e)(2)(B), on the grounds that they are necessary to mitigate
rate shock. Id. In Docket No. R2019-1, the Postal Service reduced these passthroughs by at
least 10 percentage points. Order No. 4875 at 34. The Postal Service states that it intends to
reduce these passthroughs by at least 10 percentage points in the next Market Dominant
price adjustment. FY 2018 ACR at 23.

>3 Table 11-9 does not list commercial and nonprofit discounts separately because in FY 2018 all commercial and nonprofit discounts for USPS
Marketing Mail Carrier Route were set equal.

** passthroughs for these discounts use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are calculated
using the total avoided costs divided by total pounds and the total discounts given divided by total pounds.

%> passthroughs for these discounts use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are calculated
using the total avoided costs divided by total pounds and the total discounts given divided by total pounds.
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The Public Representative notes that in FY 2018 the Carrier Route DNDC dropship Letters
passthrough decreased by 34.4 percentage points compared to the year before, and the
DSCF dropship Letters discount decreased by 28.8 percentage points. PR Comments at 62.
She also notes the Postal Service’s representation that these passthroughs will decrease
even further once the new discounts and rates approved in Docket No. R2019-1 take effect.
Id. Therefore, she states that these passthroughs were adequately justified for FY 2018
pursuant to 39 U.S.C. § 3622(e)(2)(B). Id.

The Commission finds that a substantial one-time reduction in these passthroughs would
likely adversely affect users and that the Postal Service took adequate steps in Docket

No. R2019-1 to phase out these excessive passthroughs. Thus, the Commission finds that the
Carrier Route DNDC and DSCF dropship Letters discounts were adequately justified pursuant
to 39 US.C. § 3622(e)(2)(B) in FY 2018. The Commission expects the Postal Service to align
discounts with avoided costs consistent with its plan. If the Postal Service deviates from its
plan, it must provide a detailed analysis and explanation in support of that deviation.

e. High Density and Saturation Letters

Two workshare discounts for High Density and Saturation Letters exceeded avoided costs
in FY 2018:

e DNDC dropship Letters
e DSCF dropship Letters

These discounts are discussed together below. All remaining discounts offered for High
Density and Saturation Letters were less than avoided costs, and thus were consistent with
39 U.S.C. § 3622(e). Table II-10 shows the discounts for the High Density and Saturation
Letters product for FY 2018.
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Table 1I-10
USPS Marketing Mail High Density and Saturation Letters (Commercial and Nonprofit)>°
Dropship and Presort Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
USPS Marketing Mail High Density Letters: Presort (cents/piece)
High Density Letters (Carrier Route) ‘ 9.2 ‘ 28.2 | 32.6%
USPS Marketing Mail High Density Letters: Dropship (cents/piece)
DNDC Letters (Origin Letters) 2.2 1.9 115.8%
DSCF Letters (Origin Letters) 2.8 2.3 121.7%

Source: PRC-LR-ACR2018/4.

In FY 2018, passthroughs for DNDC dropship Letters and DSCF dropship Letters were
115.8 percent and 121.7 percent, respectively. FY 2018 ACR at 23-24. The Postal Service
justifies these excessive passthroughs pursuant to 39 U.S.C. § 3622(e)(2)(B), on the
grounds that they are necessary to mitigate rate shock. Id. at 24. In Docket No. R2019-1, the
Postal Service reduced these passthroughs by at least 10 percentage points. Order No. 4875
at 35. Using rates from Docket No. R2019-1, passthroughs for DNDC dropship Letters and
DSCF dropship Letters will be 105.3 percent and 108.7 percent, respectively. FY 2018 ACR
at 24. The Postal Service states that it intends to align these discounts with their avoided
costs in the next Market Dominant price adjustment. Id. Once these discounts are aligned
with their avoided costs, the Postal Service will have completed its multi-year plan with
regard to these discounts.>?

The Public Representative notes that in FY 2018 the High Density and Saturation DNDC
dropship Letters discount decreased by 25.4 percentage points compared to the year
before, and the High Density and Saturation DSCF dropship Letters discount decreased by
25.9 percentage points. PR Comments at 62. She also notes the Postal Service’s
representation that these discounts will decrease even further once the new discounts and
rates approved in Docket No. R2019-1 take effect. Id. Therefore, she states that these
passthroughs were adequately justified for FY 2018 pursuant to 39 U.S.C. § 3622(e)(2)(B).
Id. at 62-63.

*® Table 1I-10 does not list commercial and nonprofit discounts separately because in FY 2018 all commercial and nonprofit discounts for USPS
Marketing Mail High Density and Saturation Letters were set equal.

%7 See FY 2016 ACD at 35 (“The Postal Service . . . commits to reducing these passthroughs by 10 percentage points in each subsequent Market
Dominant price adjustment until each reaches 100 percent.”).
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The Commission finds that a substantial one-time reduction in these passthroughs would
likely adversely affect users and that the Postal Service took adequate steps in Docket

No. R2019-1 to phase out these excessive passthroughs. Thus, the Commission finds that the
High Density and Saturation DNDC and DSCF dropship Letters discounts were adequately
justified pursuant to 39 U.S.C. § 3622(e)(2)(B) in FY 2018. The Commission expects the Postal
Service to align discounts with avoided costs consistent with its plan. If the Postal Service
deviates from its plan, it must provide a detailed analysis and explanation in support of that
deviation.

f. High Density and Saturation Flats

Table II-11 shows the discounts for the High Density, High Density Plus, and Saturation
Flats for FY 2018. No workshare discounts in this category exceeded their avoided costs.
Thus, all discounts were consistent with 39 U.S.C. § 3622(e).

The Commission finds that these discounts were in compliance in FY 2018.

Table lI-11
USPS Marketing Mail High Density, High Density Plus, and Saturation Flats
(Commercial and Nonprofit)*®
Dropship and Presort Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
(Benchmark) Discount Avoidance | Passthrough
(Cents) (Cents)
USPS Marketing Mail High Density Flats: Presort (cents/piece)
High Density Flats (Carrier Route Flats) | 47 | 713 | 644%
USPS Marketing Mail High Density, High Density Plus, and Saturation Flats 59
DNDC Flats (Origin Flats) 28.3 35.7 79.2%
DSCF Flats (Origin Flats) 37.0 38.6 95.9%
DDU Flats (Origin Flats) 35.1 43.7 80.3%

Source: PRC-LR-ACR2018/4.

*8 Table 1I-11 does not list commercial and nonprofit discounts separately because in FY 2018 all commercial and nonprofit discounts for High
Density, High Density Plus, and Saturation Flats were set equal.

% passthroughs for these discounts use unit discounts and unit avoided costs. Consistent with Order No. 4227, the passthroughs are calculated
using the total avoided costs divided by total pounds and the total discounts given divided by total pounds.
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4. Package Services

No Package Services workshare discounts exceeded the avoided costs of the corresponding
mailer worksharing activity in FY 2018 and, therefore, all discounts were consistent with
39 U.S.C. § 3622(e) in FY 2018. Tables II-12, [I-13, and 1I-14 below demonstrate the
compliance for this class.

The Commission finds the discounts for Package Services were less than avoided costs and
were thus consistent with 39 U.S.C. § 3622(e) in FY 2018.

Table 11-12
Media Mail/Library Mail
Workshare Discounts and Benchmarks

FY 2018
Type of Worksharing Year-End Unit Cost
Discount Avoidance SR
(cents) (cents)
Media Mail: Presorting (Cents/Piece)
Basic (Single-Piece) 12.0 26.5 45.3%
5-Digit (Basic) 80.0 119.6 66.9%
Library Mail: Presorting (Cents/Piece)
Basic (Single-Piece) 12.0 26.5 45.3%
5-Digit (Basic) 76.0 119.6 63.5%

Source: PRC-LR-ACR2018/6.
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Table 11-13

Bound Printed Matter Flats

Workshare Discounts and Benchmarks

FY 2018

Type of Worksharing Year-End Unit Cost
Discount Avoidance Passthrough
(cents) (cents)

Presorting (Cents/Piece)®
Basic Flats (Single-Piece Flats) 58.0 See Note a N/A
Carrier Route Flats (Basic Flats) 14.0 14.6 96.1%
Presorting (Cents/Piece):” Basic, Carrier Route Flats (Single-Piece Flats)
Zones 1&2 5.2 See Note a N/A
Zone 3 7.1 See Note a N/A
Zone 4 5.8 See Note a N/A
Zone 5 7.3 See Note a N/A
Zone 6 8.1 See Note a N/A
Zone 7 7.8 See Note a N/A
Zone 8 8.0 See Note a N/A
Dropship (Cents/Piece)
Basic, Carrier Route DNDC Flats (Basic Origin Flats) 10.2 11.8 86.4%
Basic, Carrier Route DSCF Flats (Basic Origin Flats) 54.8 56.1 97.7%
Basic, Carrier Route DDU Flats (Basic Origin Flats) 70.5 84.9 83.0%

® The BPM cost model does not estimate cost differences between single piece and presorted BPM. Single piece BPM is a residual category with
low volume and adequate data are not available. Previously, rate differences between single piece and presorted BPM were based on an
assumption that unit mail processing costs for single piece BPM were twice that of presorted BPM. See Docket No. R2006-1, Library Reference

USPS-T-38, May 3, 2006, at 8.
Source: PRC-LR—ACR2018/6.
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Bound Printed Matter Parcels

Workshare Discounts and Benchmarks

FY 2018

Type of Worksharing Year-End Unit Cost
Discount Avoidance Passthrough
(cents) (cents)

Presorting (Cents/Piece)’
Basic Parcels (Single-Piece Parcels) 99.1 See Note a N/A
Carrier Route Parcels (Basic Parcels) 13.9 14.6 95.4%
Presorting (Cents/Piece):” Basic, Carrier Route Parcels (Single-Piece Parcels)
Zones 1&2 6.3 See Note a N/A
Zone 3 6.7 See Note a N/A
Zone 4 5.9 See Note a N/A
Zone 5 5.6 See Note a N/A
Zone 6 7.1 See Note a N/A
Zone 7 4.9 See Note a N/A
Zone 8 4.4 See Note a N/A
Dropship (Cents/Piece)
Basic, Carrier Route DNDC Parcels (Basic Origin Parcels) 10.2 11.8 86.4%
Basic, Carrier Route DSCF Parcels (Basic Origin Parcels) 54.8 56.1 97.7%
Basic, Carrier Route DDU Parcels (Basic Origin Parcels) 70.5 84.9 83.0%

® The BPM cost model does not estimate cost differences between single piece and presorted BPM. Single piece BPM is a residual category with low
volume and adequate data are not available. Previously, rate differences between single piece and presorted BPM were based on an assumption that

unit mail processing costs for single piece BPM were twice that of presorted BPM. See USPS-T—38 at 8.

Source: PRC-LR-ACR2018/6.
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D. Preferred Rate Requirements

39 U.S.C. § 3626 identifies preferred rate requirements applicable to Periodicals, USPS
Marketing Mail, and Package Services prices.

Periodicals is a preferred class of mail and receives several statutory discounts in 39 U.S.C.
§ 3626, such as a 5-percent discount for nonprofit and classroom publications. In Docket
No. R2018-1, prices for Periodicals were set to be consistent with statutory preferences for
mail in that class. Order No. 4215 at 52.

39 U.S.C. § 3626(a)(6) requires nonprofit prices in USPS Marketing Mail to be set in relation
to their commercial counterparts. In Docket No. R2018-1, nonprofit prices were set to yield
average per-piece revenues of 60.0 percent of commercial per-piece revenues at the class
level. Order No. 4215 at 44. The Commission calculates that the actual per-piece revenues
from USPS Marketing Mail nonprofit pieces were 59.5 percent of the per-piece revenues of
their commercial counterparts in FY 2018.60 As discussed in detail in Order No. 4400,
changes in the mix of mail after price changes make it difficult to precisely attain the 60
percent relationship required by law.61 The Commission finds that, in FY 2018, nonprofit
average revenues per piece in USPS Marketing Mail were set as nearly as practicable to 60
percent of their commercial counterparts.

One preferred rate requirement applies to Media Mail/Library Mail, a product in Package
Services. Section 3626(a)(7) of Title 39 requires Library Mail prices to be set at 95 percent
of Media Mail prices. Docket No. R2018-1 set these prices accordingly. Order No. 4215

at 56.

The Commission finds that prices in FY 2018 were in compliance with all of the preferred rate
requirements identified in 39 U.S.C. § 3626.

% See PRC-LR-ACR2018/1.

® See Docket No. RM2017-12, Order on Analytical Principles Used in Periodic Reporting (Proposal Eight), February 7, 2018 (Order No. 4400).
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CHAPTER 3: MARKET DOMINANT
PRODUCTS: OTHER RATE AND FEE
COMPLIANCE ISSUES

A. Introduction

Commenters raise other rate and fee compliance issues, including noncompensatory
products and pricing issues related to cost coverage.

This Chapter begins with an analysis of noncompensatory products organized by class. It
also includes a discussion of matters relating to NSAs, and other pricing issues.

B. Noncompensatory Products

1. Periodicals

a. FY 2018 Financial Results

The cost coverage for Periodicals decreased from FY 2017 to FY 2018, from 69.3 percent to
67.5 percent. As Table III-1 illustrates, Periodicals cost coverage has declined from 83.0
percent in FY 2007, resulting in a cumulative negative contribution of more than $6.7
billion.
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Table 1lI-1
Periodicals Cost Coverage, FY 2007—FY 2018 (Volume and $ in Millions)®

Fiscal Year | Volume | Revenue | Attributable Cost | Cost Coverage | Contribution
2007 8,795 | $2,188 $2,636 83.01% -$448
2008 8,605 | $2,295 $2,732 84.00% -$437
2009 7,953 $2,038 $2,680 76.04% -$642
2010 7,269 | $1,879 $2,490 75.46% -$611
2011 7,077 $1,821 $2,430 74.94% -$609
2012 6,741 | $1,732 $2,402 72.10% -$670
2013 6,359 | $1,658 $2,179 76.10% -$521
2014 6,045 | $1,625 $2,134 76.16% -$509
2015 5838 | $1,589 $2,101 75.64% -$512
2016 5586 | $1,507 $2,043 73.73% -$537
2017 5301 | $1,375 $1,983 69.31% -$609
2018 4,993 | $1,277 $1,890 67.54% -$614

Total -$6,717

Source: PRC-LR—ACR2018/5.

Unit revenue for the Periodicals class as a whole decreased from 25.9 cents in FY 2017 to
25.6 cents in FY 2018. FY 2018 ACR at 37. However, unit cost increased from 37.4 cents to
37.9 cents during the same period. Id. at 37-38. Decreasing revenue coupled with
increasing cost caused unit contribution to decline in FY 2018. Table III-2 details the unit
cost, revenue, and contribution for Periodicals as a whole during the PAEA era.

®2n this Report, attributable cost means incremental cost. See Order No. 3506 at 125. The attributable cost for years before FY 2016 reflect the
accepted methodology for those years and has not been recalculated.
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Table 111-2
Periodicals Unit Cost, Revenue, and Contribution, FY 2007—FY 2018

Fiscal Year | Unit Attributable Cost | Unit Revenue | Unit Contribution
2007 $0.2997 $0.2488 -$0.0509
2008 $0.3175 $0.2667 -$0.0508
2009 $0.3370 $0.2563 -$0.0807
2010 $0.3425 $0.2585 -$0.0841
2011 $0.3434 $0.2573 -50.0860
2012 $0.3562 $0.2568 -$0.0994
2013 $0.3427 $0.2608 -$0.0819
2014 $0.3531 $0.2689 -$0.0842
2015 $0.3599 $0.2722 -$0.0877
2016 $0.3658 $0.2697 -$0.0961
2017 $0.3742 $0.2593 -50.1148
2018 $0.3786 $0.2557 -$0.1229

Source: PRC-LR—ACR2018/5.

b. Comments

MPA and ANM contend that Periodicals’ cost coverage shortcomings stem from “the Postal
Service’s continuously deteriorating efficiency in processing flats and a confounding
inability (or unwillingness) to reduce flats costs despite repeated concerns raised by the
Commission and affected mailers.” MPA/ANM Comments at 1. They also state that recent
rate design changes have had little effect on Periodicals finances. Id at 6. The Postal Service
replies that the rate design changes have resulted in modest improvements to Periodicals
Outside County finances and the decline in cost coverage was less in FY 2018 than in
previous years. Postal Service Reply Comments at 6.

C. Commission Analysis

Since FY 2007, Periodicals volume declined 43.2 percent, total revenue declined 41.6
percent, total attributable cost declined 28.3 percent, and the Periodicals class accumulated
negative contribution of over $6.7 billion.

As detailed in Table III-2, from FY 2017 to FY 2018, unit revenue decreased by 1.4 percent
and unit attributable cost increased by 1.2 percent. The widening gap between unit
revenue and unit attributable cost resulted in a lower unit contribution and an increasing
total negative contribution for Periodicals.
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Decreases in both the average weight and advertising content of Periodicals mailings also
affected Periodicals revenue in FY 2018. Periodicals prices are tied, in part, to the weight of
the piece, and minor weight changes have a greater effect on the price paid by the mailers
than on the cost incurred by the Postal Service. As the Postal Service explains, minor weight
increases do not significantly affect cost within the weight range of typical mailpieces (3 to
16 ounces) or the productivity of mail processing equipment.®3 However, minor weight
changes can have significant effects on revenue because the weight price element accounts
for roughly 21 percent of Periodicals revenue. Average weight for Outside County
Periodicals decreased from 5.96 ounces per piece in FY 2017 to 5.75 ounces per piece in

FY 2018.64 Furthermore, advertising pounds, which pay higher prices, decreased from 37.5
percent of total Outside County Periodicals pounds in FY 2017 to 35.8 percent in FY 2018.65

In Chapter 2, supra, the Commission provides a discussion of Periodicals worksharing
incentives and the importance of sending efficient pricing signals to mailers.

d. Commission Analysis of Outside County Periodicals Unit
Cost

The Periodicals class is comprised of two products: In-County®® and Outside County. In

FY 2018, Outside County constituted 89.8 percent of Periodicals volume and 95.1 percent
of Periodicals attributable cost.67 Because Outside County pieces incur most of the costs for
the Periodicals class, operational initiatives focused on Outside County Periodicals have
greater potential for cost savings for the Periodicals class as a whole. Table I1I-3 shows that
Outside County Periodicals unit attributable cost increased by 0.62 cents from FY 2017 to
FY 2018.

% See Docket No. ACR2015, Annual Compliance Report, December 29, 2015, at 46 (identifying the following equipment: the Automated Flats
Sorting Machine 100 (AFSM 100), Flats Sequencing System (FSS), Automation Parcel and Bundle Sorter (APBS), or Automated Package
Processing System (APPS)).

% See PRC-LR—ACR2018/5, Excel file “FY18 Periodicals Cost Coverage.xlIsx.”

% Id. In FY 2008, the average weight for Outside County Periodicals was 6.99 ounces per piece and advertising pounds were 41.7 percent of
total Outside County Periodicals pounds.

® The In-County product is typically used by smaller circulation weekly newspapers for distribution within the county of publication.

%7 See PRC-LR—ACR2018/5, Excel file “FY18 Periodicals Cost Coverage.xlIsx.”
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Table IlI-3
Change in Outside County Periodicals Unit Attributable Costs, FY 2008—FY 2018° (Cents)

Fiscal Year Mail_ Delivery | Transportation | Other | Total
Processing
2008 12.23 8.06 3.52 10.12 | 33.93
2009 12.94 9.29 3.18 10.89 | 36.30
2010 12.02 9.68 3.59 11.09 | 36.38
2011 12.07 9.50 341 11.51 | 36.49
2012 12.41 9.57 3.90 11.87 | 37.74
2013 11.69 9.38 3.89 11.39 | 36.35
2014 12.25 9.63 3.83 11.82 | 37.53
2015 11.89 10.29 4.31 11.72 | 38.21
2016 12.08 10.44 4.68 11.52 | 38.71
2017 12.72 10.93 3.60 12.42 | 39.67
2018 12.55 11.22 413 12.40 | 40.29

Source: PRC-LR—ACR2018/5.

In FY 2018, the unit attributable costs for delivery and transportation increased, and mail
processing and other unit attributable costs decreased.

Over the 10-year period beginning in FY 2008, mailer presortation of Outside County
Periodicals has increased substantially. As Figure I1I-1 illustrates, 49.0 percent of mail
volume was presorted to the Carrier Route level in FY 2008, whereas 61.2 percent of mail
volume was presorted to the Carrier Route in FY 2018.

® The figures in this table do not include piggybacks. A majority of the other costs are piggybacked onto mail processing, delivery, and
transportation.
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Figure llI-1
Change in Outside County Periodicals Mail Mix, FY 2008—FY 2018°°

62.2% 6% 62.3%

198% 1719
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o

Percentof Total Outside County Mail Volume

Fiscal Year

Source: PRC-LR-ACR2018/5.

Mail processing unit costs are much lower for mailpieces presorted to the Carrier Route
level than to the 5-Digit level. The Postal Service’s CRA does not report mail processing
costs for Carrier Route presorted Periodicals separately from other presorted Periodicals,
such as 5-Digit and 3-Digit, because they are not separate products. However, granular data
from the Periodicals Pricing Report provide insight into the cost differentials for Carrier
Route, 5-Digit, and 3-Digit.”0

The data from the Periodicals Pricing Report show that the mail processing and delivery
costs for Carrier Route pieces are significantly lower than the mail processing and delivery
costs for 5-Digit pieces. The mail processing cost for pieces processed on the FSS is higher
than the mail processing cost for both 5-Digit and Carrier Route pieces. Id. The delivery cost
for pieces processed on the FSS is lower than the delivery cost for 5-Digit pieces. Id. The
total cost (mail processing plus delivery) for pieces processed on the FSS is lower than the
total cost for 5-Digit, but significantly higher than the cost for Carrier Route pieces.

 With the implementation of Docket No. R2015-4 prices, some mailpieces that were previously Carrier Route were required to be prepared at
the FSS level between FY 2015 and FY 2017. Hence, the Carrier Route and FSS pieces are aggregated to demonstrate the degree to which
mailers prepared Outside County Periodicals mailings in FY 2017. See section III.B.2., infra.

® See USPS—FY18-44, Excel file “ACD.Periodicals.Report Attach FY18.xIsx.”
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Since FY 2008, mail processing unit costs for flat-shaped mail have increased.”! Declining
mail processing productivity contributed to this increase. Table I1I-4 details changes in
productivity for selected flats processing operations since FY 2008.

Table 11I-4
Change in Productivity for Selected Flats Processing Operations, FY 2008—-FY 2018

Operation Prc():::itgi:ity
Automated Flats Sorting Machine 100 (AFSM 100) Incoming Secondary -33%
Small Parcel Bundle Sorter (SPBS)/Automated Parcel Bundle Sorter (APBS) Incoming -17%
Automated Package Processing System (APPS) Incoming -49%
Flats Sequencing System (FSS)72 -9%

Source: PRC-LR-ACR2018/5.

In FY 2010 and FY 2011, the Postal Service projected improved flats mail processing
performance;’3 however, the Postal Service has yet to achieve such productivity increases.
Flats productivity has decreased since FY 2008. Although the changing Outside County
Periodicals mail mix will likely result in less processing on the AFSM 100, SPBS/APBS, and
APPS, Periodicals will continue to have cost coverage issues if the Postal Service does not
address declining productivity.

Periodicals have consistently failed to cover costs, and the Commission has repeatedly
encouraged the Postal Service to improve Periodicals cost coverage.’+

In Chapter 6, the Commission explains its continued concerns with the Postal Service’s
inability to quantify the cost savings of its initiatives to reduce costs for flats. The Commission
describes an ongoing rulemaking intended to develop metrics to measure, track, and report
on initiatives related to reducing the costs of flats. All of the recommendations pertaining to
reducing flats costs in Chapter 6 apply to Periodicals.

"' For example, the piggybacked mail processing unit cost for USPS Marketing Mail Flats has increased from 22.89 cents in FY 2008 to 31.06
cents in FY 2018. Compare Docket No. ACR2008, Library Reference USPS—FY08-26, December 29, 2008, Excel file “shp08prc.xls,” tab “Flats (4),”
cell BP25 with Library Reference USPS—FY18-26, December 28, 2018, Excel file “shp18prc.xlsx,” tab “Costs (All Shapes) W Final RF,” cell 073.

72 The FSS machine productivity is measured from its introduction in FY 2011.

3 See, e.g., Docket No. N2012-1, Direct Testimony of Frank Neri on Behalf of the United States Postal Service (USPS-T—4), December 5, 2011, at
29-30 (projecting an increase in AFSM 100 productivity of 15 percent); Docket No. R2010-4, Responses of the United States Postal Service to
Questions from the Bench at the Hearing for Mr. Neri, August 19, 2010, at 7 (“Expectations are for flats workhours to decline another 11
percent in FY 2010.”); United States Postal Service Office of the Inspector General Report, Flats Sequencing System: Program Status and
Projected Cash Flow, July 27, 2010, at 10 (Report Number DA-AR-10-007) (projecting that the lower bound or worst case scenario for the FSS
would be a return on investment of 14.25 percent without transitional employees and 26.9 percent with transitional employees).

7 See FY 2009 ACD at 75; FY 2010 ACD at 94; FY 2011 ACD at 105-106; FY 2012 ACD at 95-97; FY 2013 ACD at 44-45; FY 2014 ACD at 40-41; FY
2015 ACD at 50-51; FY 2016 ACD at 47-48; FY 2017 ACD at 50.
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2.  USPS Marketing Mail Flats

a. Introduction

In FY 2018, USPS Marketing Mail Flats experienced the worst performance in both cost
coverage and contribution since it was established as a product in FY 2007. USPS
Marketing Mail Flats has never covered its costs, which led the Commission to issue one
directive to improve the product’s cost coverage, and another directive to measure, track,
and report on costs for all flat-shaped mail products, including USPS Marketing Mail Flats.”>
Despite the Commission’s efforts, however, cost coverage and unit contribution for USPS
Marketing Mail Flats have continued to decline.

The Postal Service has failed to meet the Commission’s directives to improve USPS
Marketing Mail Flats’ cost coverage, or to provide a specific plan or method to measure,
track, and report on cost issues for flat-shaped mail. The Commission has provided the
Postal Service ample time to address these issues, and while the Postal Service
implemented above-average price increases, unit cost increases have outpaced any unit
revenue increases. The Commission now finds that it must take a more aggressive
approach to mandating improvement in the cost coverage of USPS Marketing Mail Flats. As
discussed in more detail in this chapter, the Commission directs the Postal Service to
increase USPS Marketing Mail Flats’ prices in the next Market Dominant price adjustment
by at least two percentage points above the average price increase for the USPS Marketing
Mail class. However, the Commission’s new pricing directive alone will not remedy the cost
coverage of USPS Marketing Mail Flats. The Postal Service still must aggressively reduce
USPS Marketing Mail Flats’ costs.

b. Background—FY 2010 and FY 2015 Directives

In the FY 2010 ACD, the Commission determined that the prices in effect for USPS
Marketing Mail Flats in FY 2010 did not comply with 39 U.S.C. § 101(d), which requires the
costs of postal operations to be apportioned to postal users on a fair and equitable basis.
FY 2010 ACD at 106. The Commission directed the Postal Service to increase this product’s
cost coverage through a combination of above-average price adjustments (consistent with
price cap requirements) and cost reductions, until such time that revenue exceeded
attributable cost. Id. In addition, the Commission directed the Postal Service to provide the
following information in each subsequent ACR:

e Adescription of operational changes designed to reduce flats’ costs in the previous
fiscal year and an estimation of the financial effect of such changes

e A description of all costing methodology or measurement improvements made in
the previous fiscal year and the estimated financial effects of such changes

7 See FY 2010 ACD at 105-07; FY 2015 ACD at 64, 160-182.
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e A statement summarizing the historical and current fiscal year subsidy for the Flats
product, and the estimated timeline for phasing out this subsidy.

Id. at 107.

The Postal Service appealed the Commission’s FY 2010 ACD findings and directive.”’®¢ The
court rejected the Postal Service’s contention that the Commission acted outside the scope
of its statutory authority by considering the general standards of 39 U.S.C. § 101(d) in an
ACD, “at least in extreme circumstances.” Id. at 1108. The court remanded the case to the
Commission “for a definition of the circumstances that trigger [section] 101(d)’s failsafe
protection, and for an explanation of why the particular remedy imposed [was] appropriate
to ameliorate that extremity....” Id. at 1109. In response, the Commission issued Order

No. 1427, clarifying that its analysis of the circumstances that trigger 39 U.S.C. § 101(d)
depend on the totality of circumstances.””

Inits FY 2012, FY 2013, and FY 2014 ACDs, the Commission found that the Postal Service
made progress towards addressing the issues raised in the FY 2010 ACD, and concluded
that no additional remedial actions beyond those prescribed in the FY 2010 directive were
required.”8

In FY 2015, the Commission found that sufficient progress was no longer being made, and
required that the Postal Service develop a plan to measure, track, and report on cost and
service issues related to flat-shaped products. FY 2015 ACD at 181. The response to the
FY 2015 directive is discussed in more detail in Chapter 6 of this Report. In FY 2016 and
FY 2017, the Commission found that no progress had been made toward addressing the
FY 2010 ACD directive.”®

C. Postal Service FY 2018 Results

In FY 2018, USPS Marketing Mail Flats had a cost coverage of 68.7 percent.8? As shown in

Table III-5, cost coverage for USPS Marketing Mail Flats has steadily declined since

FY 2013, when the cost coverage was 85.1 percent. In FY 2018, USPS Marketing Mail Flats
had the lowest reported cost coverage ever. Volume decreased 18 percent between

FY 2017 and FY 2018, but the total contribution for USPS Marketing Mail Flats in FY 2018
was nevertheless $82.6 million worse than in FY 2017, reaching an all-time low of $751.5

million.

78 See USPS v. Postal Regulatory Comm’n, 676 F.3d 1105 (D.C. Cir. 2012).

77 see Docket No. ACR2010-R, Order on Remand, August 9, 2012, at 4 (Order No. 1427).
78 See FY 2012 ACD at 116; FY 2013 ACD at 54; FY 2014 ACD at 47.

7 FY 2016 ACD at 57; FY 2017 ACD at 59.

¥ The Commission’s cost coverage calculation differs from the Postal Service’s calculation (68.6 percent) because, unlike the Postal Service, the
Commission includes fees in the revenue for each product. See PRC-LR-ACR2018/1.
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Table IlI-5
USPS Marketing Mail Flats Cost Coverage and Contribution, FY 2008-FY 2018

Fiscal Year | Cost Coverage Cc()rr:'tili::z’unt:;m
FY 2008 94.4% -$217.8
FY 2009 82.1% -$615.6
FY 2010 81.8% -$577.0
FY 2011 79.5% -$643.2
FY 2012 80.9% -$527.9
FY 2013 85.1% -$375.9
FY 2014 83.2% -$411.0
FY 2015 80.3% -$520.0
FY 2016 79.4% -$618.1
FY 2017 74.0% -$668.9
FY 2018 68.7% -$751.5

Total -$5,927.0

Source: PRC-LR-ACR2018/4.

The Postal Service ascribes the decrease in cost coverage to an increase in unit attributable
cost of almost 13.4 percent since FY 2017, which overshadowed a 5.3 percent increase in
unit revenue. FY 2018 ACR at 17. The Postal Service states that “[t]he year-over-year
change in USPS Marketing Mail Flats costs continues to be affected by classification changes
from the January 2017 implementation of Docket No. R2017-1 rates.” January 28
Responses to CHIR No. 3, question 5. Specifically, the Postal Service notes that during
Quarter 1 and part of Quarter 2 (specifically, the month of January 2017), data were under
the old classification. Id. In addition, the Postal Service explains that the increase in unit
attributable cost is “likely due in part to” the movement of volume from USPS Marketing
Mail Flats to High Density Flats because of co-mailing.8! To support this claim of a change in
mail mix driving changes in costs, the Postal Service points out that the High Density Flats
product saw a 20 percent increase in volume from FY 2017 to FY 2018, while overall USPS
Marketing Mail Flats’ volume declined. Id. at 17-18. The Postal Service does not provide any
information or insight into the root causes of the increases in unit attributable cost. Instead,
the Postal Service discusses the long-term trend toward more workshared mail within the
product, and the potential migration of flat-shaped mail within the class. Id. at 18.

In addition, the Postal Service discusses the impact resulting from the introduction of FSS
prices to the USPS Marketing Mail Flats product in FY 2016, and the subsequent removal of
FSS prices from USPS Marketing Mail Flats in FY 2017. FY 2018 ACR at 33-35. While the
migrations of mail volumes that resulted from the introduction, followed by the removal of

8 FY 2018 ACR at 17. Co-mailing is the process of combining and sorting multiple mailpieces from different titles into a single mailing to receive
larger discounts.
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FSS prices, do not directly affect FY 2018 data, the Postal Service discusses the fact that it
resulted in relatively low cost Carrier Route pieces migrating, first into, and then out of, the
USPS Marketing Mail Flats product. Id. at 33-34. The Postal Service asserts that this
resulted in lower unit attributable costs for the USPS Marketing Mail Flats product in

FY 2016 and FY 2017. Id. at 34-35. The Postal Service explains that the FY 2017 unit cost
estimate contains one fiscal quarter of data during which FSS prices were still in effect,
which may be “responsible for some portion of the observed unit cost increase for [USPS
Marketing Mail] Flats in FY 2018.” Id. at 35.

Finally, the Postal Service discusses generally other purported contributing drivers to unit
cost increases, including: (1) the impact of hourly labor costs on mail processing and city
delivery costs; (2) the impact of an increase in accrued costs for surface transportation on
unit transportation costs; (3) persistently declining volumes for USPS Marketing Mail Flats;
(4) declining volume processed on the FSS; and (5) the shift in volume to city routes, which
are more expensive, from rural routes, which are less expensive. January 28 Responses to
CHIR No. 3, question 5; Responses to CHIR No. 6, questions 6-7.

d. Postal Service’s Response to FY 2010 ACD Directive

In its FY 2018 ACR, the Postal Service reports that it plans to increase prices for USPS
Marketing Mail Flats by at least the Consumer Price Index - All Urban Consumers (CPI-U)
multiplied by 1.05 in the next general Market Dominant price adjustment. FY 2018 ACR
at 18, 25.

The Postal Service provides some of the information required by the Commission’s FY 2010
ACD directive as detailed below. Specifically, it provides a description of operational
changes designed to reduce USPS Marketing Mail Flats’ costs; a description of costing
methodology changes made in FY 2018 that purportedly affect USPS Marketing Mail Flats’
costs; and the historical and current fiscal year subsidy for the USPS Marketing Mail Flats
product. Id. at 23-35; Responses to CHIR No. 14, question 1. The Postal Service was unable
to provide an estimated timeline for phasing out the subsidy. January 11 Responses to
CHIR No. 1, question 14.

(1)  Operational Changes Designed to Reduce Flats’ Costs

The Postal Service describes five ongoing steps, or initiatives, taken during FY 2018
designed to make processing USPS Marketing Mail Flats more efficient. Those initiatives
are: (1) Bundle Operation; (2) AFSM 100 Operations; (3) FSS Scorecard; (4) Service
Performance Diagnostics Tool; and (5) Reduce Bundle Breakage. FY 2018 ACR at 26-32.

The Postal Service maintains that these initiatives are expected to improve efficiencies and
productivities, as well as reduce overall costs for USPS Marketing Mail Flats. FY 2018 ACR
at 26. However, the Postal Service is “still unable to provide an estimate of the financial
impacts of these operational initiatives,” and contends that “it is quite difficult to come up
with a unique set of reasonable assumptions about the future course of Flats costs.”

FY 2018 ACR at 27; Reponses to CHIR No. 1, question 14. The Postal Service states that
because cost savings programs or initiatives generally target one or more specific activities
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to produce cost savings, it cannot isolate or identify savings for particular products.
FY 2018 ACR at 27.

In FY 2018, the Postal Service began providing the Commission with existing metrics that it
uses to monitor and gauge the operational impact of its initiatives.82 Some of these metrics
showed negative results during FY 2018, while some improved. These reported results are
discussed in more detail below.

For the Bundle Operation initiative, the Postal Service states that it introduced a new
Enhanced Package Processing System (EPPS) in FY 2018, which sorts packages and
bundles simultaneously.83 In addition, the Postal Service discusses the fact that it added
1,024 sortation bins to the APBS fleet, and 426 bins to the APPS fleet in FY 2018. FY 2018
ACR at 27-28. The Postal Service asserts that making the additional bins available reduces
or eliminates the need for secondary sorts, thus reducing handling. Id. at 28. The Postal
Service gauges the operational impact of adding bins by comparing the volume of mail
finalized during the primary operation before and after the bins were added. January 28
Responses to CHIR No. 3, question 2. The Postal Service estimates that after the bins were
added an additional 38.9 million mailpieces were finalized on the APBS, and an additional
15.6 million mailpieces were finalized on the APPS. Responses to CHIR No. 6, question 8.

For the AFSM 100 Operation initiative, the Postal Service states that in FY 2018 it removed
10 AFSM 100 machines from processing plants in response to the declining productivity of
the machine. Responses to CHIR No. 6, question 10 n.4. Since FY 2016, AFSM 100
productivity has decreased from 2,148 pieces-per-hour to 1,777 pieces-per-hour. Id,
question 10. The Postal Service notes that it began removing AFSM 100 machines in
February 2017. Id. The Postal Service states that while it did not calculate a specific
expectation associated with removing AFSM 100 machines, it did not expect productivity to
decrease during this period. Id. The Postal Service states that it uses “pieces per hour-...
and service performance to gauge the operational impact of removing AFSM 100
machines.” January 28 Responses to CHIR No. 3, question 4.

Next, the Postal Service provides the FSS Scorecard for FY 2018. FY 2018 ACR at 29. The
Postal Service states that it uses the FSS Scorecard to develop a list of specific FSS facilities
with the greatest opportunity for improvement. Id. The FSS Scorecard shows that in

FY 2018, throughput-per-hour on FSS machines decreased; the percentage of pieces
delivery-point-sequenced decreased; the percentage of mailpieces at-risk84 decreased; and

8y 2018 ACR at 26-32; January 28 Responses to CHIR No. 3, questions 2-4; Responses to CHIR No. 6, question 8.

8 FY 2018 ACR at 27. The EPPS machine was introduced at the end of FY 2018, with only one machine being in operation for only one week.
January 28 Responses to CHIR No. 3, question 3. The Postal Service expects this machine to process 25,000 bundles and/or packages per hour;
however, in FY 2018 the machine processed only 8,714 pieces per hour. See FY 2018 ACR at 28; January 28 Responses to CHIR No. 3, question 3.

& Mailpieces at-risk are those pieces that did not follow the prescribed path of sortation on the FSS and require additional handling. Docket
No. ACR2015, Responses of the United States Postal Service to Questions 1-23 of Chairman’s Information Request No. 4, January 22, 2016,
question 13.
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leakage®> increased. FY 2018 ACR at 29. The Postal Service did not provide a plan to
address the declining metrics shown on the FSS Scorecard, but instead indicates that it
“intends to create a Headquarters Functional Review Team to evaluate the FSS operations
in FY 2019.” January 28 Responses to CHIR No. 1, question 16. The Postal Service was
unable to provide any additional information regarding the Headquarters Functional
Review Team, such as when it will be created, what the objective of the Headquarters
Functional Review Team will be, or if the Headquarters Functional Review Team will
provide recommendations and if the Postal Service will implement those
recommendations. Responses to CHIR No. 11, question 1.

With regard to the Service Performance Diagnostics (SPD) tool, the Postal Service states
that it uses this tool, along with Informed Visibility (IV), to track and improve the flow of
USPS Marketing Mail and Periodicals. FY 2018 ACR at 29. Specifically, the Postal Service
monitors Work in Process (WIP) cycle time to measure the time between a mailpiece’s
arrival at a plant and bundle-to-piece distribution. Id. at 29-30. In FY 2018, the median
hours between operations increased by 4 hours for USPS Marketing Mail Flats, and 3 hours
for Periodicals. Id. at 30. In FY 2019, the Postal Service states that it intends to decrease the
WIP cycle time by “re-certifying plants in Lean Mail Processing and focusing on First-In-
First-Out (FIFO) discipline,”8¢ and by improving throughput on mail processing equipment.
January 11 Responses to CHIR No. 1, question 18.

Finally, the Postal Service lists Reduce Bundle Breakage as an initiative intended to reduce
costs. FY 2018 ACR at 30-32. The Postal Service states that it intends to work “with the
mailing industry, through the Mailers Technical Advisory Committee, to study the causes
and impacts of bundle breakage.” Id. at 30. Specifically, the Postal Service calculates that the
incidence of bundle breakage in FY 2018 was 4.80 percent, compared to 2.82 percent in
FY 2017. Id at 31. The Postal Service notes that beginning in Quarter 2 of FY 2018, it
“bolstered its bundle breakage tracking,” adding the ability to detect pieces from broken
bundles on additional machines. Id. In addition, the Postal Service is utilizing the Bundle
Breakage Dashboard to determine the root cause of bundle breakage. Id. at 32. Finally, the
Postal Service discusses that it is reviewing Bundle Leakage data to gain insight into
improper flows and manual handlings of bundles. Id.

¥ | eakage is a metric used by the Postal Service to identify “mailpieces that were FSS candidate pieces, but were processed on other
automation equipment or dispatched to the delivery unit as working volume.” Docket No. ACR2017, Responses of the United States Postal
Service to Questions 1-10 of Chairman’s Information Request No. 5, January 26, 2018, question 1.a.

®n response to a CHIR which inquired about Lean Mail Processing not being an FY 2018 operational initiative, the Postal Service explains that it
“focused on sustaining and refining previous projects instituted to standardize and improve[ ] the bundles and flats mail processing flows.”
January 11 Responses to CHIR No. 1, question 17.
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(2)  Costing Methodology Changes in FY 2018

The Postal Service states that there were no major costing methodology changes
implemented in FY 2018 that factored into unit cost increases for USPS Marketing Mail
Flats.87

(3) Historical and Current Fiscal Year Subsidies

The Postal Service provides the historic and current fiscal year subsidy for the USPS
Marketing Mail Flats product. FY 2018 ACR at 32-36; Responses to CHIR No. 14, question 1.
However, the Postal Service does not provide a timeline for phasing out the subsidy, and
asserts that it is difficult to predict when the subsidy will be phased out. January 11
Responses to CHIR No. 1, question 14. Specifically, the Postal Service is unable to determine
how its most recent price adjustments will impact the subsidy. Id. In Docket No. R2018-1,
the Postal Service increased USPS Marketing Mail Flats’ prices 0.231 percentage points
above average, and in Docket No. R2019-1, the Postal Service increased USPS Marketing
Mail Flats’ prices 0.139 percentage points above average.88

e. Comments on USPS Marketing Mail Flats

The Commission received comments from the Public Representative, the American Catalog
Mailers Association (ACMA),89 MPA/ANM, Quad Graphics (Quad),®? and PostCom regarding
the financial performance of USPS Marketing Mail Flats in FY 2018. The Postal Service filed
reply comments related to USPS Marketing Mail Flats. The comments generally address
USPS Marketing Mail Flats’ costs, as well as compliance with the Commission’s FY 2010
USPS Marketing Mail Flats ACD directive and mail mix changes.

(D) Compliance with the Commission’s FY 2010 Flats ACD
Directive and Issues Related to USPS Marketing Mail
Flats’ Costs

The Public Representative, ACMA, MPA/ANM, Quad, and PostCom filed comments
regarding the pricing and cost directives related to USPS Marketing Mail Flats. The Public
Representative notes that the Postal Service’s scheduled rate increases provide a
“necessary component of the Postal Service’s broader strategy to improve the cost
coverage” of USPS Marketing Mail Flats. PR Comments at 43. Regarding costs for USPS
Marketing Mail Flats, she concludes that no progress was made in FY 2018 toward
addressing the issues raised in the FY 2010 ACD. Id. at 44. She notes that while the Postal

8 FY 2018 ACR at 32. The Postal Service does, however, note two minor methodological changes that could have had small impacts on USPS
Marketing Mail Flats’ costs. First, the Commission approved a reorganization of mail processing cost pools in Docket No. RM2018-10. See Order
No. 4855. The Postal Service asserts that the financial impact of this change was small—estimated at less than 1 million dollars in FY 2017.

FY 2018 ACR at 32-33. Second, the Commission approved (with modification) an update to the methodology used to divide city carrier costs in
Docket No. RM2017-9. See Docket No. RM2017-9, Order on Analytical Principles Used in Periodic Reporting (Proposal Five), February 6, 2018
(Order No. 4399). The Postal Service estimates that the impact of this proposal on USPS Marketing Mail Flats’ costs was “a slight decrease of 0.2
cents.” FY 2018 ACR at 32-33.

% Order No. 4215; Order No. 4875.
® |nitial Comments of the American Catalog Mailers Association (ACMA), February 14, 2019 (ACMA Comments).

% comments of Quad Graphics, February 14, 2019 (Quad Comments).
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Service reports on various operational initiatives related to reducing costs for flat-shaped
products, those initiatives appear not to have been effective. Id. With regard to the Postal
Service’s contention that a significant price increase could result in even steeper volume
declines, she observes that the Postal Service appears to be facing a situation where the
cost coverage for USPS Marketing Mail Flats is deadlocked. Id.

ACMA asserts that the incessant growth in costs for flat-shaped products, despite initiatives
by the Postal Service to lower them, is making it clearer that the Postal Service is failing at
its obligation to provide mailers with an efficient delivery service. See generally ACMA
Comments. ACMA argues that “costs reported for the various flats categories raise serious
questions of validity.” Id. at 2, 24. For example, ACMA shows that using a cost index it
developed, factor prices®! for USPS Marketing Mail Flats increased 76.1 percent since

FY 1998, while unit costs for USPS Marketing Mail Flats have risen 188.6 percent during the
same period. Id at 6-9, 23-24. ACMA maintains that these cost increases are not due to lost
scale economies. Id. at 9, 19-20. ACMA asserts that the solution is not to impose further rate
increases, but for the Postal Service to re-engineer its processing operation. Id. at 25.

MPA/ANM similarly assert that the Postal Service’s performance with regard to controlling
costs for flat-shaped products reached new lows in FY 2018. MPA/ANM Comments at 2-4.
Like ACMA, MPA/ANM contend that cost increases cannot be attributed solely to the loss of
economies of scale. Id. at 2-3.

PostCom maintains that while the Commission should be commended for its efforts in
investigating cost issues with regard to flat-shaped products, those efforts have failed.
PostCom Comments at 10. PostCom asserts that the Postal Service’s most recent responses
to the Commission’s FY 2010 USPS Marketing Mail Flats Directives show performance
declines in all relevant operational and service indices. Id. PostCom notes that while the
Postal Service has enumerated a list of operational initiatives to implement, it has been
unable to provide an estimate of the economic impact of these initiatives. Id. Thus, PostCom
concludes that there is no reason to believe that the Postal Service’s planned operational
initiatives will have any meaningful impact. Id. at 11. PostCom asserts that price increases
are unlikely to make a difference without a sustainable path forward. Id. PostCom also
specifically “urges the Commission to seek information that would allow a better
understanding of changes in transportation costs, including but not limited to [Postal
Service] information on capacity utilization and transportation productivity.” Id. at 12.

The Postal Service replies to comments regarding issues related to USPS Marketing Mail
Flats’ costs. The Postal Service first contends that Docket No. RM2018-1, not a compliance
proceeding, is the appropriate docket in which to address cost issues for flat-shaped
products. Postal Service Reply Comments at 11-12. The Postal Service also contends that
ACMA’s cost arguments do not present or discuss USPS Marketing Mail Flats’ unit cost

! ACMA defines factor prices as prices paid for inputs to production processes; these inputs include: labor, transportation, and equipment.
ACMA Comments at 7 n.9.
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coverage adjusted for input factor price changes. Id. Once such an adjustment has been
conducted, the Postal Service maintains that USPS Marketing Mail Flats’ unit costs
increased only 28 percent between 2008 and 2018. Id. at 7-9. The Postal Service also
contends that ACMA is wrong to dismiss the possibility of declines in economies of scale
and density, in conjunction with increases in factor inputs, to explain the observed cost
trends that have occurred with regard to USPS Marketing Mail Flats. Id. at 9-10. Finally, the
Postal Service asserts that ACMA is incorrect when it states that the Postal Service’s scale of
operations has not changed. The Postal Service asserts that the existing data on the
question are actually to the contrary. Id. at 10-11.

(2) Mail Mix Changes

ACMA observes the existence of mail mix shifts within the USPS Marketing Mail class. First,
ACMA notes that USPS Marketing Mail Flats once constituted the principal flat-shaped
category within the USPS Marketing Mail class, but now constitutes just 30 percent of
Non-Saturation flat-shaped volume. ACMA Comments at 3. ACMA asserts that USPS
Marketing Mail Flats, Carrier Route Flats, and High-Density Flats are interdependent
products, and they should be analyzed together for purposes of cost coverage. Id. at 3.

Second, ACMA notes that commercial mail volume for certain products is declining faster
than nonprofit mail volume. ACMA Comments at 5, 14-15. ACMA asserts that these shifts
are contributing to cost coverage issues for USPS Marketing Mail Flats. Id. ACMA asserts
that USPS Marketing Mail Flats has become a predominantly nonprofit mail product, and its
volume has shifted from cities to rural areas, which further affects its cost coverage. Id.

at 15, 24-25. ACMA contends that such nonprofit mail has a societal benefit that is
recognized by the PAEA, whether it is sent for purposes of soliciting funds, providing
information, offering services, or some other similar purpose. See id. at 15. ACMA asserts
that as a matter of policy, understanding this fact should dampen any concern that USPS
Marketing Mail Flats is noncompensatory. See id.

PostCom notes that the Postal Service has expressed the intent to evaluate combining USPS
Marketing Mail Flats, Carrier Route Flats, and High-Density Flats into a single
Non-Saturation flat-shaped product, and cites this fact as proof that the Postal Service is
failing in its effort to control costs for flat-shaped products.??

Quad also addresses the Postal Service’s proposal to combine USPS Marketing Mail Flats,
Carrier Route Flats, and High Density Flats into a single Non-Saturation flats product. Quad
Comments at 1. Quad asserts that this would be ineffective because it would obscure reality
with regard to unprofitable products and could diminish price signals to mailers that
encourage profitable mail. Id. In addition, Quad notes “continued degradation” in the FSS

%2 postCom Comments at 10 (citing FY 2018 ACR at 18). In the FY 2018 ACR, the Postal Service states that it “intends to evaluate combining
Flats, Carrier Route Flats, and High Density Flats into a single Non-Saturation Flats product.” FY 2018 ACR at 18. The Commission notes that no
proposal has been filed. Therefore, while the Commission notes the positions of these commenters, the Commission does not address the
merits of any such proposal at this time.
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Scorecard, and asserts that the Postal Service needs to fix or remove the FSS rather than
expect mailers to pay more for inefficient mail processing.3

f. Commission Analysis

The FY 2010 ACD directed the Postal Service to improve the cost coverage of USPS
Marketing Mail Flats through a combination of cost reductions and above-average price
increases. In addition, the Commission required the Postal Service to file data and
information related to the intra-class cross-subsidy of USPS Marketing Mail Flats by other
products within the USPS Marketing Mail class, as well as operational initiatives designed
to reduce costs for this product and the cost impact of any cost methodology changes
related to this product.

Consistent with the FY 2010 ACD Directive, the Commission first analyzes the cost
coverage and unit contribution of USPS Marketing Mail Flats and the Postal Service’s
progress at increasing the product’s cost coverage. Second, the Commission analyzes the
intra-class subsidy provided to USPS Marketing Mail Flats by other products within the
USPS Marketing Mail class. Third, the Commission examines USPS Marketing Mail Flats’
costs in more detail by reviewing actual unit cost results, and the Postal Service’s efforts to
reduce costs through operational initiatives. Fourth, the Commission analyzes changes in
unit revenues and the Postal Service’s price adjustments for USPS Marketing Mail Flats
following the FY 2010 ACD. Finally, the Commission directs the Postal Service to improve
this product’s cost coverage through an enhanced directive.

(1) FY 2018 Cost Coverage and Unit Contribution

In this section, the Commission analyzes the overall progress the Postal Service has made
in improving the cost coverage and unit contribution for USPS Marketing Mail Flats. Cost
coverage and unit contribution are both functions of cost and revenue; therefore, the
Commission discusses trends in cost and revenue in this section. In sections (3) and (4)
below, the Commission more specifically analyzes costs (along with the Postal Service’s
efforts to reduce costs), as well as revenues (along with the Postal Service’s efforts to
increase prices).

Despite the FY 2010 ACD directive to improve cost coverage, the cost coverage for USPS
Marketing Mail Flats was 68.7 percent in FY 2018. The FY 2018 cost coverage is now the
lowest recorded cost coverage for USPS Marketing Mail Flats since it was designated a
product. This is the fifth consecutive year that cost coverage has declined. As shown in
Table III-6, a significant increase in unit cost resulted in a unit contribution of -18.4 cents in
FY 2018, a 4.9 cent decline from FY 2017. The Postal Service has also been unsuccessful in
increasing unit revenues. Table III-6 shows that despite the Commission’s FY 2010 ACD
directive, unit revenues have only increased 3.9 cents, or 10.7 percent, since FY 2010, while
unit costs have increased, 14.1 cents, or 31.5 percent.

% Id. at 1-2. The Commission discusses comments regarding the FSS in Chapter 6 of this Report.
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Table llI-6
USPS Marketing Mail Flats Unit Revenue, Attributable Cost, and Contribution,
FY 2008-FY 2018

Unit Unit Unit
Fiscal Year Revenue Attributable Cost Contribution
(cents) (cents) (cents)

FY 2008 36.7 38.9 -2.2
FY 2009 36.9 44.8 -7.9
FY 2010 36.6 44.8 -8.2
FY 2011 36.8 46.3 -9.5
FY 2012 37.6 46.5 -8.9
FY 2013 384 45.2 -6.8
FY 2014 40.4 48.5 -8.1
FY 2015 40.2 50.1 -9.9
FY 2016 37.5 47.3 -9.7
FY 2017 38.5 52.0 -13.5
FY 2018 40.5 58.9 -18.4

Source: PRC-LR-ACR2018/4.

Since FY 2015, when the Commission determined that the Postal Service was no longer
making progress at improving cost coverage of USPS Marketing Mail Flats,’* underlying
events have impacted this product’s cost coverage and unit contribution. Such events
include the exigent surcharge that was in place from January 26, 2014 through April 10,
2016,%> which had a positive impact on unit revenues, and the migration of Carrier Route
volume to and from the USPS Marketing Mail Flats product as a result of FSS pricing, which
occurred in FY 2016 and FY 2017, and which impacted unit costs and unit revenues.

FY 2018 ACR at 33-35. FY 2018 represents the first full year of recent data for which the
unit revenue and unit costs for USPS Market Mail Flats were not impacted directly by
underlying events. However, while the Carrier Route migration does not directly affect
FY 2018 data, it does continue to impact the FY 2017 unit revenue and unit attributable
cost data,”® so the Commission must continue to account for this when making
comparisons between FY 2017 and other fiscal years.”

% See FY 2015 ACD at 64.
% see Docket No. R2013-11, Notice of the United States Postal Service of Removal of the Exigent Surcharge, February 25, 2016, at 1-2.

% The inclusion of low cost and low priced FSS mail likely weighed down the unit revenue and unit costs for USPS Marketing Mail Flats in
FY 2018.

In Quarter 1 of FY 2017, and the beginning of Quarter 2 (specifically, January 2017), FSS prices were still available. Therefore, FY 2017 USPS
Marketing Mail Flats data include some lower cost, lower revenue volume that migrated from Carrier Route.
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For comparison purposes, the Commission normalizes the relevant data to remove the
impact of the migration of Carrier Route volume by combining revenue, cost, and volume
data for USPS Marketing Mail Flats and Carrier Route.?8 Figure III-2 illustrates this
comparison of cost, revenue, contribution, and volume changes over time. By combining
the two products, the influence of the migration between USPS Marketing Mail Flats and
Carrier Route is eliminated and the Commission is better able to observe overall trends in
unit cost, unit revenue, and unit contribution for flat-shaped mail.

Figure 111-2
Combined USPS Marketing Mail Flats and Carrier Route Unit Revenue, Unit Cost,
and Unit Contribution, FY 2012—-FY 2018

Fiscal Year
2012 2013 2014 2015 2016 2017 2018
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2012 2013 2014 2015 2016 2017 2018
Unit Revenue $0.298 $0.300 $0.314 $0320 $0.321 $0311 $0.315
Unit Cost $0.298 $0.285 $0.297 $0319 $0.330 $0.335 $0.369
Unit Contribution $0.000 $0.015 $0.017 $0.001 ($0.009) ($0.024) ($0.052)

Source: PRC-LR-ACR2018/4.

% The Postal Service and commenters have asserted that these products share the same characteristics and the data can be combined for
analysis. See, e.g., ACMA Comments at 4; Docket No. ACR2010, United States Postal Service FY 2010 Annual Compliance Report, December 29,

2010, at 31 n.10.
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As shown in Figure III-2, the combined unit contribution from USPS Marketing Mail Flats
and Carrier Route was negative for the third time in FY 2018, with an all-time low unit
negative contribution of -$0.054. From FY 2017 to FY 2018, combined unit revenue
increased 1.3 percent, while combined unit cost increased 10.1 percent. As shown in Table
[11-6, the Postal Service has failed to reduce costs and/or increase revenue in a way that
improves cost coverage and contribution for USPS Marketing Mail Flats as required by the
FY 2010 ACD directive.

In the FY 2015 ACD, following decreases in unit contribution in FY 2014 and FY 2015, the
Commission directed the Postal Service to measure, track, and report on cost issues related
to all flat-shaped mail. FY 2015 ACD at 181. In response to this directive, the Postal Service
indicated that it was unable to provide specific methods to measure or track the cost issues
related to flat-shaped mail. See FY 2016 ACD at 170. As a result of the Postal Service’s
response to the FY 2015 ACD directive, the Commission issued proposed rules that, in part,
were designed to improve the transparency of flat-shaped mail costs and increase the
accountability associated with operational initiatives aimed at improving efficiency and
reducing costs for flat-shaped mail.?° Since the FY 2015 ACD directive, USPS Marketing Mail
Flats’ contribution has continued to decline another 8.5 cents. The steps that the Postal
Service has taken to improve cost coverage for this product have not been effective, and the
Postal Service has been unable to quantify the financial effect of any of its cost reduction
efforts.

Following the Commission’s directives in FY 2010 and FY 2015, stakeholders—specifically
Valpak, the Public Representative, and PostCom—have continued to comment on the
ineffectiveness of the Commission’s directives with respect to this product’s cost coverage.
For example, in Docket No. ACR2014, Valpak observed that the Commission’s FY 2010 ACD
directive was ineffective because of the continued decline of cost coverage, and PostCom
stated that the Postal Service’s cost reduction efforts were counterproductive.190 In
addition, Valpak commented that the Postal Service’s approach of pursuing only minimal
increases in price above CPI-U was “woefully insufficient.” Docket No. ACR2014, Valpak
Initial Comments at I1I-14. Valpak therefore urged the Commission to “issue a.. .. remedial
order requiring the Postal Service to rapidly and substantially increase prices for [USPS
Marketing Mail] Flats, offset by reductions in price to products with the highest [cost]
coverages [within the USPS Marketing Mail class], led by High Density [and] Saturation
Letters[.]” Id. at II-11. In Docket No. ACR2016, Valpak argued that “the cost reduction
portion of [the FY2010 ACD] remedy has been nonexistent—or entirely ineffective,” and
the Public Representative stated that he “cannot conclude that the Postal Service fully

% See Docket No. RM2018-1, Notice of Proposed Rulemaking for Reporting Requirement Related to Flats, March 1, 2019 (Order No. 5004).

1% pocket No. ACR2014, Valpak Direct Marketing Systems, Inc. and Valpak Dealers’ Association, Inc. Initial Comments on the United States

Postal Service FY 2014 Annual Compliance Report, February 2, 2015, at 11-6 (Docket No. ACR2014, Valpak Initial Comments); Docket
No. ACR2014, Initial Comments of the Association for Postal Commerce, February 2, 2015, at 2.
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followed the Commission’s directive regarding cost reduction ....”101 [n another example,
in Docket No. ACR2017, Valpak contended that the annual negative contribution from USPS
Marketing Mail Flats will continue to accrue so long as the FY 2010 ACD directive is left
unchanged.102

In the FY 2010 ACD, the Commission found that USPS Marketing Mail Flats presented an
“extreme case” of deficient cost coverage, and the Commission directed the Postal Service
to address the cost coverage of USPS Marketing Mail Flats through a combination of cost
reductions and above-average price increases.193 Since the issuance of the FY 2010 ACD
directive, the Commission has allowed the Postal Service ample time to address these
issues. However, cost coverage improvement and contribution gains have rarely been seen,
and the steps that the Postal Service has taken to address the cost coverage declines have
been ineffective. Moreover, the Postal Service has been unable to explain the financial effect
of its cost reduction efforts. Despite the directives in FY 2010 and FY 2015, USPS Marketing
Mail Flats presents an even more “extreme case” of deficient cost coverage in FY 2018 than
itdid in FY 2010.

The Commission finds that the Postal Service has been unsuccessful in improving the cost
coverage of USPS Marketing Mail Flats consistent with the FY 2010 ACD Directive.

(2) Intra-Class Cross-Subsidy

The Commission next analyzes the increasingly negative impact that USPS Marketing Mail
Flats has on other products within the USPS Marketing Mail class. In the FY 2010 ACD, as
part of its finding of noncompliance, the Commission analyzed the intra-class subsidy of
USPS Marketing Mail Flats, specifically by USPS Marketing Mail Letters, and found that the
rates for USPS Marketing Mail Flats “produced a substantial and growing cost coverage
shortfall that burdened mailers of other [USPS Marketing Mail] products.”104 The
Commission issued the FY 2010 ACD directive with the intent of reducing the contribution
gap between these products, finding that the prices for USPS Marketing Mail Flats “did not
comply with section 101(d) [and reflected] ‘an unfair and inequitable apportionment of the
costs of postal operations to all [USPS Marketing Mail] users.”” Order No. 1427 at 8.

Section 101(d) of Title 39 requires that postal rates “be established to apportion the costs
of all postal operations to all users of the mail on a fair and equitable basis.” In finding in
the FY 2010 ACD that USPS Marketing Mail Flats violated section 101(d), the Commission

% pocket No. ACR2016, Valpak Direct Marketing Systems, Inc. and the Valpak Franchise Association, Inc. Initial Comments on the United States

Postal Service FY [2016] Annual Compliance Report, February 2, 2017, at 15; Docket No. ACR2016, Public Representative Comments, February
2, 2017 (REVISED February 16, 2017) at 34.

%2 pocket No. ACR2017, The Valpak Franchise Association, Inc. Reply Comments on the United States Postal Service FY 2017 Annual Compliance

Report, February 12, 2018, at 2-3.
1% See FY 2010 ACD at 105-07; Order No. 1427 at 9-10. See also USPS v. Postal Regulatory Comm’n, 676 F.3d 1105, 1107-08 (D.C. Cir. 2012).

104

Order No. 1427 at 8; FY 2010 ACD at 15-16; 103-104.
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later identified numerous factors which, together constitute circumstances that would
trigger section 101(d)’s applicability to a compliance determination:
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[A] significant and growing cost coverage shortfall; duration of the
shortfall over a significant period; evidence that the cost coverage
shortfall was likely to increase further; a significant adverse impact
on users of other mail products (some of whom could be competitors
of mailers of the subsidized mail product) requiring subsidization of
the noncomplying product; failure of the Postal Service to address
the shortfall by rate increases, cost decreases, or a combination
thereof, despite the capability to do so; and failure of the Postal
Service to provide an adequate explanation for not taking necessary
remedial steps designed to ameliorate the cost coverage shortfall.

Order No. 1427 at 9. After a review of the increasing cost coverage shortfall from USPS
Marketing Mail Flats, the Commission determined that “the factors presented in the

FY 2010 ACR constituted ‘extreme circumstances’ authorizing Commission action under
§ 101(d).” Id. Moreover, the Commission determined that requiring the Postal Service to
implement above-average price increases and cost reductions was appropriate given the
magnitude of the cost coverage shortfall and the Postal Service’s continued failure to take
“ameliorative steps to eliminate the shortfall and subsidies by improving cost coverage or
[provide] an explanation justifying the failure to take ameliorative steps.” Id. at 12.

Figure I11-3 shows that, despite the FY 2010 ACD Directive, the contribution gap10> between
USPS Marketing Mail Letters and USPS Marketing Mail Flats has continued to increase at an
accelerated rate. In FY 2010, the contribution gap between USPS Marketing Mail Letters
and USPS Marketing Mail Flats was $0.168. In FY 2018, the contribution gap between these
two products increased to $0.286. From FY 2010 to FY 2018, the contribution gap between
USPS Marketing Mail Letters and USPS Marketing Mail Flats increased more than 70
percent.

1% The contribution gap is calculated as the difference between the unit contribution made by USPS Marketing Mail Letters and the unit

contribution made by USPS Marketing Mail Flats.
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Figure 111-3
USPS Marketing Mail Flats and Letters Unit Contribution
and Contribution Gap FY 2010-FY 2018
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Source: PRC-LR-ACR2018/4.

As demonstrated in Figure I1I-3 and Table III-5, in FY 2010 the cost coverage for USPS
Marketing Mail Flats was 81.8 percent, the cumulative negative contribution for USPS
Marketing Mail Flats over the years FY 2008 through FY 2010 was $1.4 billion, and the
contribution gap between USPS Marketing Mail Letters and USPS Marketing Mail Flats was
16.8 cents. FY 2010 ACD at 16, 105. Since the Commission issued the FY 2010 directive 8
years ago, cost coverage has plummeted 13 percentage points to 68.7 percent, the
cumulative contribution over the years FY 2008 through FY 2018 is $5.9 billion, and the
unit contribution of USPS Marketing Mail Flats has decreased a disturbing 126 percent.
During the same period, the cost coverage for USPS Marketing Mail Letters grew 13
percentage points to 195 percent in FY 2018, the cumulative contribution over the years
FY 2008 through FY 2018 was over $50.6 billion, and the unit contribution of USPS
Marketing Mail Letters has increased 17 percent, which amounts to a 1.5 cent increase.

The Commission finds that USPS Marketing Mail Flats continue to violate 39 U.S.C. § 101(d).
The Commission finds that USPS Marketing Mail Flats has an unacceptable deficient cost
coverage that continues to constitute an intra-class subsidy that unfairly burdens other
mailers within the USPS Marketing Mail class.



Docket No. ACR2018 - 64 -

(3)  Unit Costs and FY 2018 Operational Initiatives to
Reduce Costs

As shown above in Table I1I-4, from FY 2017 to FY 2018, USPS Marketing Mail Flats’ unit
costs have increased 6.9 cents, or 13.4 percent. From FY 2010 to FY 2018, unit costs have
increased 14.1 cents, or 31.4 percent. In this section, the Commission responds to trends
identified by the Postal Service and commenters that are alleged to explain increases in
unit cost for USPS Marketing Mail Flats. The Commission then reviews the operational
changes/initiatives identified by the Postal Service that are intended to reduce costs for
USPS Marketing Mail Flats. Based on these considerations, the Commission assesses the
effectiveness of the Postal Service’s efforts to reduce costs.

(a) Trends Identified by the Postal Service and
Commenters

The Postal Service and commenters identify several potential drivers that could have
contributed to unit cost increases in FY 2018. First, the Postal Service suggests that costs
for USPS Marketing Mail Flats were impacted by mail mix changes, both within the USPS
Marketing Mail Flats product, and within the USPS Marketing Mail class more broadly.

FY 2018 ACR at 17-18. Specifically, the Postal Service suggests that High Density Flats are
becoming a greater share of flat-shaped volume within the USPS Marketing Mail class. Id.
The Postal Service also suggests that low-cost DSCF-entry mail is migrating from USPS
Marketing Mail Flats to High Density. Id. at 18. The Postal Service supports this claim by
asserting that DSCF-entry volume within the USPS Marketing Mail Flats product is
declining, and DSCF-entry volume within the High Density product is increasing. Id.

Contrary to the Postal Service’s assertion, however, the Commission finds that the
proportion of DSCF-entry mail in the USPS Marketing Mail Flats product is actually
increasing slightly, not decreasing. Specifically, in FY 2014, 50 percent of USPS Marketing
Mail Flats were entered at a DSCF, while in FY 2018, 52 percent of USPS Marketing Mail
Flats were entered at a DSCF, a 2 percentage point increase. See PRC-LR-ACR2018/4. It
appears that DSCF-entry within the USPS Marketing Mail Flats product was impacted by
the existence of DFSS-entry discounts in FY 2015, FY 2016, and FY 2017.196 However, from
FY 2014 to FY 2018, unit costs rose 21.5 percent; therefore, it is unlikely that the volume of
DSCF-entered mail is the primary driver of increased unit costs. The Commission also notes
that the passthrough for DSCF-entered USPS Marketing Mail Flats in FY 2018 was 67.5
percent.197 The Postal Service has the ability to increase this discount to incentivize more
low-cost DSCF-entered volume.

Second, ACMA contends that nonprofit volume is making up a larger proportion of the
USPS Marketing Mail Flats product, which negatively impacts the overall cost coverage of

1% 1d. The vast majority of FSS facilities are co-located with a DSCF or have bundle sorting capabilities, and in those facilities, DFSS functions like

a DSCF. Docket No. R2015-4, Response of the United States Postal Service to Questions 1-5 of Chairman’s Information Request No. 1, question
5, January 30, 2015.

97 See Library Reference USPS—FY18-3, Excel file “FY18.3 WorksharingTables.xlsx,” December 28, 2018.
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USPS Marketing Mail Flats. ACMA Comments at 5. The Commission notes that in FY 2015,
nonprofit mail constituted 22 percent of total USPS Marketing Mail Flats volume, while in
FY 2018 nonprofit mail constituted 26 percent of total USPS Marketing Mail Flats volume.
See PRC-LR-ACR2018/4. However, as ACMA demonstrates, the cost coverage for
commercial USPS Marketing Mail Flats is also substantially below 100 percent. ACMA
Comments at 4. Therefore, simply identifying the relative proportions of commercial and
nonprofit mail within the USPS Marketing Mail Flats product does little to solve the
systemic problem of the product’s cost coverage.

Finally, the Postal Service and ACMA discuss a range of other drivers contributing to unit
cost increases. ACMA cites to cost drivers such as: volume shifting from cities to rural
areas; factor price increases; and increasing casing time for flat-shaped mail. ACMA
Comments at 9-13. The Postal Service discusses cost drivers such as: the impact of hourly
labor costs on mail processing and city delivery costs; the impact of an increase in accrued
costs for surface transportation on unit transportation costs; persistently declining
volumes for USPS Marketing Mail Flats; declining volume processed on the FSS; and the
shift in volume to city routes, which are more expensive. January 28 Responses to CHIR
No. 3, question 5; Responses to CHIR No. 6, questions 6-7.

While the Postal Service and commenters provide possible reasons why costs have
increased and cost coverage has declined, the Postal Service has failed to provide any
solutions or plans to address any of these cost drivers. As stated previously, under the

FY 2010 ACD directive, the Postal Service could have improved USPS Marketing Mail Flats’
cost coverage by focusing on higher-than-average price adjustments and/or by reducing
the costs associated with the product. This two-pronged approach recognized that the
Postal Service has the ability to make operational decisions to efficiently process, transport,
and deliver the mail in a way that reduces costs.

(b) The Postal Service’s Operational
Changes/Initiatives

The Commission next reviews the operational changes and/or initiatives undertaken by
the Postal Service in an effort to reduce USPS Marketing Mail Flats’ costs. In FY 2018, the
Postal Service continued previous operational initiatives but it did not propose any new
initiatives. As discussed in more detail above, the initiatives undertaken focused on Bundle
Operations, AFSM 100 Operations, monitoring the FSS Scorecard, monitoring WIP cycle
times, and reducing bundle breakage. See section I11.B.1.d(1), supra.

Despite outlining its operational initiatives, the Postal Service admits that it is “still unable
to provide an estimate of the financial impacts of these operational initiatives,” and the
Postal Service contends that “it is quite difficult to come up with a unique set of reasonable
assumptions about the future course of Flats costs.” FY 2018 ACR at 27; Reponses to CHIR
No. 1, question 14. As previously noted, USPS Marketing Mail Flats’ costs increased more
than 13 percent since FY 2017. Since the FY 2010 ACD directive, USPS Marketing Mail Flats’
costs have increased more than 30 percent. As many commenters point out, it is clear that
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the Postal Service’s initiatives have not been effective in reducing USPS Marketing Mail
Flats’ costs. See, e.g., PR Comments at 44.

As the Commission has stated in previous ACDs, the Postal Service’s cost savings initiatives
should have specific and measurable targets by which the benefits of the programs can be
evaluated.198 The Postal Service must implement initiatives that will have a measurable
impact on reducing USPS Marketing Mail Flats’ costs. However, the Postal Service has not,
despite Commission direction, provided estimates as to the financial impacts of its
operational changes intended to reduce costs.

The Commission finds that the Postal Service’s cost-reduction efforts with regard to USPS
Marketing Mail Flats have been unsuccessful. In Chapter 6, the Commission explains its
continued concerns with the Postal Service’s inability to quantify the cost savings of its
initiatives to reduce costs for flat-shaped mail products. The Commission describes an ongoing
rulemaking that is designed to develop metrics to measure, track, and report on initiatives
related to reducing the costs of flat-shaped mail products.

(4)  Unit Revenue and Above-Average Price Adjustments

Despite the Commission’s FY 2010 directive, the cumulative shortfall in contribution for
USPS Marketing Mail Flats from FY 2008 through FY 2018 has grown to $5.9 billion. As
discussed above, the Postal Service has been woefully unsuccessful in reducing the costs of
USPS Marketing Mail Flats. In this section, the Commission analyzes the Postal Service’s
efforts to improve cost coverage through price increases. First, the Commission looks at the
changes in unit revenues since the FY 2010 ACD directive. Second, the Commission reviews
the Postal Service’s price adjustments for USPS Marketing Mail Flats since the FY 2010 ACD
directive. Third, the Commission reviews the estimated impact of the Docket No. R2018-1
price adjustment on USPS Marketing Mail Flats’ contribution, holding unit costs constant.

(a) Changes in Unit Revenues

The Postal Service has proposed above-average price increases for USPS Marketing Mail
Flats in each Market Dominant price adjustment since the FY 2010 ACD directive. However,
because of changes in the mail mix, above-average price increases for the product have not
translated to above-average unit revenue increases. Figure I11-4 shows the actual unit
revenues of USPS Marketing Mail Flats, as well the estimated unit revenues if unit revenues
had increased consistent with the change in CPI-U each year following the FY 2010 ACD
directive. As shown in Figure II-4, the actual unit revenue for USPS Marketing Mail Flats has
increased from 36.7 cents in FY 2010 to 40.5 cents in FY 2018, a 10.4 percent increase.10?
However, if unit revenues had increased at the same rate as CPI-U over the same period,
unit revenues would have increased 14.9 percent, or an additional 1.7 cents. This means
that in FY 2018 unit revenues would have been 42.1 cents—1.7 cents higher than the actual

1% Gee FY 2012 ACD at 116; FY 2013 ACD at 54; FY 2014 ACD at 48; FY 2015 ACD at 64; FY 2016 ACD at 56, 171; FY 2017 ACD at 58, 182.

%914 FY 2014 and FY 2015, the exigent surcharge was in effect. See Docket No. R2013-11, Order Granting Exigent Price Increase, December 24,

2013 (Order No. 1926). This surcharge was removed in FY 2016. See Docket No. R2013-11, Order on Removal of the Exigent Surcharge and
Related Changes to the Mail Classification Schedule, March 29, 2016 (Order No. 3186). The existence of the exigent surcharge explains the
increase in actual unit revenues in FY 2014 and FY 2015, as well as the reduction in actual unit revenues in FY 2016.
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FY 2018 unit revenue. This increase in unit revenue would have resulted in a 1.7 cent
improvement in unit contribution, and a 2.9 percentage point increase in cost coverage. See
PRC-LR-ACR2018/4.

Figure llI-4
USPS Marketing Mail Flats Actual and Estimated Unit Revenue

Cents

Fiscal Year

Source: PRC-LR-ACR2018/4.

The Postal Service must remain cognizant of mail mix changes when proposing prices, and
do its best to meet the requirements of the price cap while maximizing unit revenue
increases within the product. In response to a CHIR, the Postal Service was unable to
explain how its Docket No. R2018-1 price adjustment increased pricing efficiency within
this product.110 [n addition to any above-average price adjustments, the Postal Service is
also able to make pricing decisions that incentivize mailers to workshare their mail, which
can directly affect the makeup of the mail mix.111 While the mail mix does impact a
product’s cost and revenue, the Postal Service has the ability to leverage its pricing
flexibility in order to match its operations and adjust workshare discounts in a way that
sends price signals that drive changes in the mail mix. In Order No. 4257, the Commission

119 Responses of the United States Postal Service to Questions 1-6 of Chairman’s Information Request No. 17, March 1, 2019, question 3

(Responses to CHIR No. 17). In its response, the Postal Service states “the pricing in response to underwater products was not necessarily
efficient.” Id.

™11 accordance with ECP, prices are most efficient when workshare discounts are set equal to avoided costs. See Docket No. RM2017-3, Order

on the Findings and Determination of the 39 U.S.C. § 3622 Review, December 1, 2017, at 135-136 (Order No. 4257).
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provided a robust analysis of pricing efficiency and Efficient Component Pricing (ECP).
Order No. 4257 at 130-39. The Commission determined that “the Postal Service was able to
adjust prices to achieve ECP and did not do so during the PAEA era.” Id. at 139. One of the
benefits of ECP is that worksharing choices do not lead to large swings in cost coverage.

(b)  Price Adjustments since FY 2010 ACD

Next, the Commission reviews the price adjustments the Postal Service has pursued for
USPS Marketing Mail Flats since the FY 2010 ACD directive. Consistent with the FY 2010
ACD directive, the Postal Service has committed to increasing USPS Marketing Mail Flats’
prices by 1.05 times CPI-U. FY 2018 ACR at 25. In Docket No. R2018-1, the Postal Service
increased USPS Marketing Mail Flats prices 0.231 percentage points above average, which
equated to 1.08 times Overall USPS Marketing Mail Pricing Authority. See PRC-LR-
ACR2018/4. Figure IlI-5 compares the price increases for USPS Marketing Mail Flats to the
rest of the USPS Marketing Mail class in each price adjustment following the FY 2010 ACD
directive.

Figure llI-5
USPS Marketing Mail Price Increases in Docket Nos. R2012-3 through R2019-1,
Both Class-Wide and for Flats

Docket No.

Legend

B USPS Marketing Mail

M riats

M Carrier Route

M Flats and Carrier Route Weighted Average

I

Percent Change

Source: PRC-LR-ACR2018/4.

Despite the declining cost coverage and rising unit costs of USPS Marketing Mail Flats,
Figure I1I-5 shows that the Postal Service has given USPS Marketing Mail Flats price
adjustments which were only minimally above average in five out of the past seven price
adjustments. See PRC-LR-ACR2018/4. As demonstrated in Figure I1I-5, the Postal Service
made two price adjustments for USPS Marketing Mail Flats that were more than minimally
above average in Docket Nos. R2015-4 and R2017-1. In these dockets, however, the Postal
Service made structural changes to the USPS Marketing Mail Flats product by adding and
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then removing FSS prices.112 These structural changes caused a migration of volume
between USPS Marketing Mail Flats and Carrier Route, which may have contributed to the
materially above-average price increases for USPS Marketing Mail Flats in these dockets.
For example, in Docket No. R2017-1, USPS Marketing Mail Flats received a 2.522 percent
price increase (1.622 percentage points above average), but Carrier Route received

a -3.032 price change (3.932 percentage points below average), and the volume-weighted
average price increase of the two products together was -1.128 percent (2.028 percentage
points below average). Order No. 3610 at 29; PRC-LR-ACR2018/4.

(c) Estimated Impact of Docket No. R2018-1 Price
Adjustment and Other Scenarios

In FY 2018, the Postal Service proposed, and the Commission approved, a price increase of
2.167 percent for USPS Marketing Mail Flats. See Order No. 4215 at 37. This increase was
0.231 percentage points above average. Id. In this year’s ACD proceeding, a CHIR was
issued asking the Postal Service to provide estimates of the impact of both a 2 and a 4
percentage point above-average price increase for USPS Marketing Mail Flats.113 Table I11-7
shows the contribution estimates provided by the Postal Service for FY 2018.114 These
estimates covered four scenarios: (1) no price adjustment in FY 2018; (2) the Docket

No. R2018-1 price increases as proposed; (3) a 2 percentage point above-average price
increase; and (4) a 4 percentage point above-average price increase. These estimates use
FY 2018 costs!!> and FY 2018 price elasticities.116

2 ee Docket No. R2015-4, Order on Revised Price Adjustments for Standard Mail, Periodicals, and Package Services Products and Related Mail

Classification Changes, May 7, 2015, at 19 (Order No. 2472); Docket No. R2017-1, Order on Price Adjustments for First-Class Mail, Standard
Mail, Periodicals, and Package Services Products and Related Mail Classification Changes, November 15, 2016, at 13-14 (Order No. 3610).

3 Chairman’s Information Request No. 17, February 22, 2019, question 1 (CHIR No. 17).

" The Postal Service constructed various scenarios to respond to CHIR No. 17. The estimates cited here assume a 2 percentage point above-

average price increase that was implemented on October 1, 2017, i.e., the price adjustment was in effect for the entire fiscal year, and that
price increases for the class are restricted by the price cap. Other scenarios include an implementation date of January 22, 2018 and above-
average price increases for USPS Marketing Mail Flats that are not restricted by the price cap. See Responses to CHIR No. 17, Excel file
“ChIR.17.Q.1t3.MM Scenarios.xIsx.”

5 The Postal Service’s analysis assumes that the FY 2018 cost effects of volume changes can reasonably be approximated by multiplying the

new volumes by the same unit attributable costs appearing in the FY 2018 CRA. See Responses to CHIR No. 17.

16 See United States Postal Service, Postal Service Econometric Estimates of Demand Elasticity for All Postal Products, FY 2018, January 28,

2019. The Postal Service also notes that “[t]he contribution impacts do not take into account that, when Flats are subject to an above-average
price increase, Flats[’] volume will decline by more than otherwise. This may lead to the loss of contribution in other mail classes that are
stimulated by Flats[’] volume.” Responses to CHIR No. 17, question 1.
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Table 11I-7
USPS Marketing Mail Flats and USPS Marketing Mail Class-Wide Estimated Contribution Using
Select Scenarios (in Thousands)

Estimated USPS  Improvement  Estimated USPS  Improvement
Marketing Mail Over Base Year = Marketing Mail  Over Base Year

LIS Total FY2018 Flats FY 2018

Contribution Contribution

No FY 2018 Price Adjustment

(Base Year) $4,742.91 S (767.45)

Docket No. R2018-1 Price

Adjustment $4,965.90 $222.99 $ (745.66) $21.79
2 Percentage Point Above

Average Price Increase for Flats $4,976.60 $233.69 $(709.12) 55833
4 Percentage Point Above

Average Price Increase for Flats $4,997.85 5254.94 $(632.82) $134.63

Source: PRC-LR-ACR2018/4.

As shown in Table I1I-7, the Docket No. R2018-1 price adjustment (as proposed), is
estimated to have a positive impact on both USPS Marketing Mail class-wide contribution,
and USPS Marketing Mail Flats’ contribution in FY 2018. In addition, Table III-7 shows that
if USPS Marketing Mail Flats prices increased at least 2 percentage points above average,
FY 2018 contribution for USPS Marketing Mail and USPS Marketing Mail Flats would have
improved even more. Finally, Table III-7, shows that if price increases for the USPS
Marketing Mail Flats product were at least 4 percentage points above average, contribution
from USPS Marketing Mail and USPS Marketing Mail Flats would have improved at a higher
rate in FY 2018. These scenarios, which use reasonable and known assumptions, indicate
that increasing prices for USPS Marketing Mail Flats 2 or 4 percentage points above
average would likely have a positive impact on the overall contribution of USPS Marketing
Mail generally, and the USPS Marketing Mail Flats product, in particular.

The Commission finds that the Postal Service has the capability to propose a more-than-
minimal above-average price increase for USPS Marketing Mail Flats that will improve unit
revenues and contribution in a meaningful way.

(5) FY 2018 Directive

As a result of the Postal Service’s failure to comply with the Commission’s FY 2010 ACD
directive to increase the cost coverage of USPS Marketing Mail Flats, and because the
product continues to violate 39 U.S.C. § 101(d), the Commission directs corrective action.
The Commission makes this determination based on its past ACD findings, as well as the
analysis above that shows continued cost coverage declines, substantial unit cost increases,
insufficient cost reductions, inadequate unit revenue increases, and persistent unit
contribution declines. In addition, the Commission’s analysis shows that the intra-class
cross-subsidy has grown within the USPS Marketing Mail class, the Postal Service has been
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unable to measure the impact of operational initiatives on USPS Marketing Mail Flats’ costs,
and minimal above-average price adjustments have been insufficient to outweigh unit cost
increases. The Postal Service also has not been able to provide the Commission with insight
into the anticipated impact of cost reduction initiatives in FY 2019.

The Commission determines that requiring a price adjustment for USPS Marketing Mail
Flats of at least 2 percentage points above average is an appropriate remedy given the
extreme case presented by this product’s cost coverage shortfall and the likelihood that a
price increase of at least 2 percentage points above the class average will have a positive
cost coverage effect on the USPS Marketing Mail Flats product. As discussed above, the
Postal Service’s current schedule of above-average price increases has not resulted in unit
revenue increases that outpace unit cost increases. Based on the scenario analysis provided
by the Postal Service, a 2 percentage point above-average price increase will result in
improved contribution and cost coverage compared to the minimal above-average price
increases that the Postal Service has thus far pursued. The Postal Service’s scenario
analysis also estimates even greater contribution gains from a 4 percentage point above-
average price increase for USPS Marketing Mail Flats and while the Commission is directing
a 2 percentage point above-average price increase, it will monitor whether a further
regulatory action is needed in the next fiscal year’s ACD.

Therefore, the Commission determines that a 2 percentage point above-average price
increase for USPS Marketing Mail Flats is appropriate to move the product towards
compliance with section 101(d) over time. However, the Commission recognizes that price
increases alone will not result in the product’s compliance with section 101(d). The Postal
Service must continue to pursue cost reductions because the full solution must come from a
combination of revenue increases and cost reductions. Nevertheless, price adjustments,
which are more than minimally above average, are likely to have positive results on cost
coverage.

The Commission finds that the issues raised in the FY 2010 ACD regarding USPS Marketing
Mail Flats have significantly worsened, continuing a downward trend that began to
accelerate in FY 2014. Despite the Postal Service’s efforts to reduce USPS Marketing Mail
Flats’ costs through operational initiatives—efforts it is unable to measure—unit costs
increased substantially over the last fiscal year. From FY 2010 to FY 2018, the cost coverage
for USPS Marketing Mail Flats has decreased 13.1 percentage points. In addition, the Postal
Service remains unable to predict, using reasonable assumptions, when the USPS Marketing
Mail Flats product will cover costs, or what the impact is of any of the Postal Service’s cost
saving initiatives. Furthermore, in the last two Market Dominant price adjustments the Postal
Service has chosen to increase USPS Marketing Mail Flats’ prices only minimally above
average. As the Commission has found before, it has broad authority to develop and
implement a remedy to address an “extreme case” of a violation of 39 US.C. § 101(d).117 The
remedy that the Commission implemented in its FY 2010 ACD has proven insufficient to rectify

117

See Order No. 1427; see also USPS v. Postal Regulatory Comm’n, 676 F.3d 1105, 1107-08 (D.C. Cir. 2012).
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the inadequate cost coverage of USPS Marketing Mail Flats. The Postal Service has chosen to
pursue only minimal above-average price increases for this product, and it has been unable to
reduce the product’s costs. USPS Marketing Mail Flats continues to constitute an “extreme
case” of deficient cost coverage. Therefore, the remedy must be advanced. In the next
generally applicable Market Dominant price adjustment, the Postal Service must propose a
price increase for USPS Marketing Mail Flats that is at least 2 percentage points above the
class average for the USPS Marketing Mail class. Additionally, the Postal Service must
continue responding to the requirements of the FY 2010 ACD directive by reducing USPS
Marketing Mail Flats’ costs and providing required documentation of those efforts in future
Annual Compliance Reports. Moreover, the Postal Service must continue to comply with the
FY 2015 directive, as further discussed in Chapter 6 of this report.

3. USPS Marketing Mail Parcels

a. Introduction

In FY 2018, the cost coverage and contribution for USPS Marketing Mail Parcels also
continued to decline. In past ACDs, the Commission has approved the Postal Service’s
approach to improve USPS Marketing Mail Parcels cost coverage through above-average
price increases, as well as its approach to expend a reasonable amount of resources to
reduce unit costs. FY 2017 ACD at 63. Despite these efforts, however, cost coverage and
unit contribution for Parcels have worsened.

b. Postal Service FY 2018 Results

In FY 2018, USPS Marketing Mail Parcels had a cost coverage of 58.5 percent,118 down 5.9
percentage points from FY 2017. In FY 2018, USPS Marketing Mail Parcels’ volume declined
14.6 percent, continuing a decline which started in FY 2013. Unit revenue increased by 7.3
percent, but unit attributable cost increased by 18.2 percent from the previous fiscal year.
This resulted in a 24.2 cent decrease in unit contribution from FY 2017 to FY 2018. The
total contribution of USPS Marketing Mail Parcels declined $4.6 million in FY 2018 to -
$30.4 million. FY 2018 ACR at 14-15.

The Postal Service states that the increase in unit revenue was driven by an increase in the
average weight-per-piece, from 5.6 ounces in FY 2017 to 6.0 ounces in FY 2018. FY 2018
ACR at 15. The Postal Service further notes that the increase in unit attributable cost was
driven by USPS Marketing Mail Parcels’ volume trending toward more origin entry and
away from finer presort levels. Id.

C. Comments on USPS Marketing Mail Parcels

The Public Representative comments on the Commission’s FY 2017 ACD directive, which
required the Postal Service to explore and implement opportunities to further reduce the
unit cost of USPS Marketing Mail Parcels. PR Comments at 38. She notes the Postal Service’s

8 The Commission’s cost coverage calculation differs from the Postal Service’s calculation (57.5 percent) because the Commission includes fees

in the revenue for each product and the Postal Service does not.
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claim that it has planned improvements to USPS Marketing Mail Parcels processing but
opportunities to achieve cost improvements are limited due to the product’s relatively
small volume. Id. (citing FY 2018 ACR at 17). She states that “[c]onsidering that in FY 2018,
cost-per-piece increased by more than 18 percent, while in FY 2017, it increased by only
3.6 percent, [she] has doubts about the effectiveness of the Postal Service’s efforts to
decrease USPS Marketing Mail Parcels’ unit costs.” Id. She “strongly suggests that the Postal
Service provide a detailed explanation of the reasons why [its] measures were not effective
in FY 2018, as well as the list of steps it plans to take that will ensure a downward trend in
cost-per-piece.” Id. She also comments on the drivers of the increase in average weight-per-
piece and suggests that the increase in the share of Nonprofit Irregular Parcels in FY 2018
may have contributed to the increase in FY 2018. Id at 37. She states that she cannot
conclude that the Postal Service’s explanation with regard to USPS Marketing Mail Parcels
is sufficient to justify noncompliance. Id.

d. Commission Analysis

In FY 2018, USPS Marketing Mail Parcels did not produce sufficient revenues to cover its
attributable costs. The Commission has previously directed the Postal Service to utilize its
intra-class pricing flexibility to eliminate the intra-class cross-subsidy for this product.

FY 2010 ACD at 108. However, the cost coverage and contribution of USPS Marketing Mail
Parcels has continued to decline. The Commission analyzes the Postal Service’s progress in
FY 2018 toward improving cost coverage for USPS Marketing Mail Parcels below. First, the
Commission reviews the Postal Service’s FY 2018 performance with regard to cost
coverage for USPS Marketing Mail Parcels and analyzes several relevant factors that impact
cost coverage. Second, the Commission reviews the Postal Service’s efforts to reduce USPS
Marketing Mail Parcels’ unit costs. Third, the Commission analyzes the Postal Service’s
price adjustments for USPS Marketing Mail Parcels. Fourth, the Commission directs the
Postal Service to improve this product’s cost coverage and recommends a price increase of
at least 2 percentage points above average in the next Market Dominant price adjustment.

(1)  FY 2018 Results

In this section, the Commission first reviews trends in unit revenue, unit cost, weight and
volume. Next, the Commission analyzes changes in mail mix, specifically related to
worksharing. Finally, the Commission reviews classification changes and their effect on
costs.

Table III-8 displays the unit revenue, unit attributable cost, unit contribution, volume, and
average weight-per-piece for USPS Marketing Mail Parcels from FY 2014 through FY 2018.
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Table 111-8
USPS Marketing Mail Parcels Financial Comparison, FY 2014—-FY 2018

Unit Revenue $1.09 $1.09 $1.20 $1.16 $1.24 13.8% 6.9%
Unit Attributable $1.56 $1.48 $1.86 $1.79 $2.12 35.9% 18.4%
Cost
Unit Contribution -$0.46 $0.39 -$0.66 -$0.64 $-0.88 91.3% 37.5%
Volume 65,846 60,420 44,767 40,582 34,650 -47.4% -14.6%
(thousands)

Average Weight Per

. 5.60 5.62 6.13 5.63 5.97 6.6% 6.0%
Piece (ounces)

Source: PRC-LR-ACR2018/4.

As demonstrated in Table III-8, both unit revenue and unit attributable cost for USPS
Marketing Mail Parcels increased from FY 2017 to FY 2018. However, unit revenues
increased 8 cents, while unit costs increased 33 cents, resulting in unit contribution
decreasing 24 cents. The unit revenue increase was correlated with an increase in average
weight-per-piece. Unit revenue and average weight have changed in the same direction
every year except FY 2015. Therefore, because prices are higher for heavier pieces, changes
in average weight-per-piece are a driver of changes in unit revenue. The Postal Service
states that the effect of increases in average weight-per-piece “probably had a minimal
impact on attributable costs,” because “[i]n relative terms, more origin entry and less
presorting likely had much more of an effect on the increase in attributable costs,
compared to a 6 percent increase in unit weight.” January 11 Responses to CHIR 1,
question 19.

In response to the Postal Service assertion that more origin entry and less presorting likely
effected attributable costs, the Commission reviews mail mix changes from FY 2015
through FY 2018. Table I1I-9 shows the relative percentages of less-workshared and more-
workshared mail from FY 2015 through FY 2018.119

1% Less-dropshipped includes non-dropshipped and DNDC mail. More-dropshipped includes DSCF and DDU mail. Less-Presorted includes MNDC

and NDC mail. More-Presorted includes SCF and 5-Digit mail.
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Table I1I-9
USPS Marketing Mail Parcels Workshare Comparison FY 2015-FY 2018

Less-Dropshipped (none and DNDC) 48.4% 49.9% 51.6% 58.6%
More-Dropshipped (DSCF and DDU) 51.6% 50.1% 48.4% 41.4%
Less-Presorted (MNDC and NDC) 36.5% 42.0% 41.3% 49.7%
More-Presorted (SCF and 5-Digit) 63.5% 58.0% 58.7% 50.3%

Source: PRC-LR-ACR2018/4.

As shown in Table-III-9, in each year since FY 2015, the proportions of less-dropshipped
mail and less-presorted mail have increased. FY 2017 was the first year that less-
dropshipped mail constituted the majority of USPS Marketing Mail Parcels, and in FY 2018
less-presorted mail made up the majority of USPS Marketing Mail Parcels. This supports
the Postal Service’s claim that volume is trending toward more origin entry and away from
finer presort levels. FY 2018 ACR at 15. However, it also highlights the inefficient price
signals the Postal Service has sent for USPS Marketing Mail Parcels. For example, in

FY 2018 the presorting passthroughs for 5-digit Machinable Parcels, 5-Digit Irregular
Parcels, and 5-Digit Marketing Parcels were 34.8 percent, 17.8 percent, and 10.7 percent,
respectively.120 Similarly, the dropship passthroughs for Nonprofit Machinable and
Irregular Parcels, and Commercial and Nonprofit Marketing Parcels, were 69.4 percent and
72.9 percent, respectively. Id.

As discussed previously with respect to USPS Marketing Mail Flats, the Postal Service has
the ability to make pricing decisions that send price signals that incentivize mailers to
workshare their mail and can directly affect mail mix changes.121 With respect to USPS
Marketing Mail Parcels, the Postal Service attributes the increase in unit attributable cost to
USPS Marketing Mail Parcels’ volume trending toward more origin entry and away from
finer presort levels. As shown in Table III-9, these trends are occurring, yet the fact that the
mail mix is changing towards less presorting does not render the Postal Service without
remedy to address the impact on costs. The Postal Service could mitigate the cost coverage
impact of “more origin entry and less presorting” by sending efficient price signals to
mailers and increasing workshare discounts so that passthroughs are closer to 100
percent.

In addition to analyzing the trends in workshared mail, the Commission reviews
classification changes and their effect on costs. In FY 2012, the Commission approved the

120 Library Reference USPS—FY18-3, Excel file “FY18.3 WorksharingTables.xlsx,” December 28, 2018.

2! In accordance with ECP, prices are most efficient when workshare discounts are set equal to avoided costs. See Order No. 4257 at 135-136.
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reclassification of some USPS Marketing Mail Parcels to the Competitive Product list.122
Together, Table I1I-10 and Table III-11 illustrate the effect of reclassification on the
financial performance of USPS Marketing Mail Parcels since FY 2012.

Table 1lI-10
USPS Marketing Mail Parcels Commercial to Nonprofit Volume Distributions,
FY 2012 and FY 2018

Commercial Volume 285,925,057 94.2% 21,081,068 60.8%
Nonprofit Volume 17,633,585 5.8% 13,568,569 39.2%
Total Volume 303,558,642 100.0% 34,649,637 100.0%

Source: PRC-LR—ACR2018/4.

Table I11-10 displays the distribution of commercial and nonprofit volumes within USPS
Marketing Mail Parcels for FY 2012 and FY 2018. The proportion of nonprofit mail is 6.8
times greater in FY 2018 than in FY 2012. The significance of this fact is that pursuant to
the PAEA, nonprofit mail is typically priced lower than commercial mail. See 39 U.S.C.

§ 3626(a)(6). Therefore, a higher proportion of nonprofit mail typically results in lower
unit revenue compared to commercial mail.

Table llI-11
USPS Marketing Mail Parcels Commercial to Nonprofit FY 2018 Unit Cost Comparison

Commercial

Parcels 21,081 22,581 $1.07 5.61 42,039 $1.99 ($0.92)
Nonprofi 13,569 20,404 $1.50 6.53 31,390 $2.31 ($0.81)

Parcels

Parcels 34,650 42,985 $1.24 5.97 73,430 $2.12 ($0.88)

Source: PRC-LR-ACR2018/4.

Table I1I-11 displays the unit costs, revenue, and contribution for commercial and
nonprofit USPS Marketing Mail Parcels. It shows that unit cost for nonprofit mail is much
higher than for commercial mail ($2.31 compared to $1.99). This shows that the transfer of
a significant portion of commercial volume from USPS Marketing Mail Parcels to the

22 On March 2, 2011, the Commission conditionally approved the Postal Service’s request to transfer commercial USPS Marketing Mail Parcels

to the Competitive Product list. See Docket No. MC2010-36, Order Conditionally Granting Request to Transfer Commercial Standard Mail
Parcels to the Competitive Product List, March 2, 2011 (Order No. 689). However, the Commission required a price adjustment as a condition of
transfer. See Docket No. CP2012-2, Order Approving Changes in Rates of General Applicability for Competitive Products, December 21, 2011
(Order No. 1062). Because the new rates took effect on January 22, 2012, the data do not fully reflect the reclassification until FY 2013. /d. at 1.
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Competitive Product list has resulted in lower revenues as nonprofit USPS Marketing Mail
Parcels make up a larger percentage of the remaining volume.

(2)  Cost Reduction Efforts

In the FY 2017 ACD, the Commission stated that “the Postal Service should expend a
reasonable amount of resources given the size of the product to explore and implement
opportunities to further reduce the unit cost of USPS Marketing Mail Parcels and report on
those opportunities and results in the FY 2018 ACR.” FY 2017 ACD at 63. The Postal Service
states that, in response to the Commission’s recommendation, it added bins on the APBS,
which will likely contribute to improving parcel processing. FY 2018 ACR at 17. The Postal
Service also notes that “planned improvements discussed in the Annual Report on Service
Performance should contribute to the Postal Service’s ongoing efforts to improve parcel
processing.” Id. The Postal Service explains that it has limited opportunities to achieve
substantial cost improvements because of the product’s small volume. Id.

The Commission recognizes the limited opportunities the Postal Service has to significantly
reduce costs due to the size of the product. Therefore, the Commission continues to
encourage the Postal Service to explore and implement opportunities to reduce USPS
Marketing Mail Parcels unit cost.

(3)  Estimated Impact of Docket No. R2018-1 Price
Adjustment and Other Scenarios

Next, the Commission reviews the Docket No. R2018-1 price adjustment for USPS
Marketing Mail Parcels and its impact on contribution. In Docket No. R2018-1, the
Commission approved a price increase for USPS Marketing Mail Parcels of 2.768 percent,
which was 0.832 percentage points higher than the average price increase for the USPS
Marketing Mail class of 1.936 percent.123 The Postal Service states that it will continue
proposing above-average price increases to improve the cost coverage for USPS Marketing
Mail Parcels. FY 2018 ACR at 16.

In this year’s ACD proceeding, a CHIR was issued asking the Postal Service to provide
estimates of the impact of both a 2 and a 4 percentage point above-average price increase
for USPS Marketing Mail Parcels on contribution. CHIR No. 17, question 2. In response, the
Postal Service estimates using FY 2018 costs124 and FY 2018 price elasticities!2> that the
Docket No. R2018-1 price change increased USPS Marketing Mail’s class-wide contribution
by $223.0 million, and USPS Marketing Mail Parcels’ contribution by $1.22 million. See
PRC-LR-ACR2018/4. In addition, the Postal Service estimates that if the Parcels product
were to have had its price increased by a 2 percentage points above the class-average price

12 See Order No. 4215 at 37. Most recently, in Docket No. R2019-1, the Commission approved a price increase for USPS Marketing Mail Parcels

of 2.691 percent, 0.209 percentage points higher than the average price increase for the USPS Marketing Mail class of 2.482 percent. See Order
No. 4875 at 28.

24 The Postal Service constructed various scenarios to respond to the Commission’s request. CHIR No, 17, question 2; see e.g., section

B.2.f.(4)(c) n.114.

125 See Postal Service Econometric Estimates of Demand Elasticity for All Postal Products, FY 2018, January 28, 2019.
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increase in Docket No. R2018-1, it would have had negligible effects on the overall
contribution of the USPS Marketing Mail class because of USPS Marketing Mail Parcels’ very
low volume. Since increasing USPS Marketing Mail Parcels prices has little impact on price
adjustments for other products within the USPS Marketing Mail class, the Commission
recommends that the Postal Service more aggressively increase USPS Marketing Mail
Parcels prices.

(4) FY 2018 Directive

The Commission continues to be concerned about the repeated failure of USPS Marketing

Mail Parcels to cover its costs. The Commission recognizes the steps the Postal Service has
taken to improve this product’s cost coverage. Nevertheless, the fact remains that there is

an ongoing cost coverage shortfall that has existed for a significant period of time, and the
Postal Service’s approach to improving cost coverage appears to be inadequate. Although

the Commission has not found the rates for this product out of compliance with 39 U.S.C.

§ 101(d), it is monitoring the growing cost coverage shortfall.

The Commission finds that FY 2018 revenue for USPS Marketing Mail Parcels was not
sufficient to cover attributable cost. The Postal Service’s approach to improving cost coverage
through above-average price increases in future Market Dominant price adjustments is
appropriate, yet still inadequate. The Commission strongly recommends that the Postal
Service increase USPS Marketing Mail Parcels’ prices by at least 2 percentage points above the
average price increase for the USPS Marketing Mail class. If the Postal Service chooses not to
increase USPS Marketing Mail Parcels’ prices by at least 2 percentage points above average, it
must provide an estimate of the impact of the price increase it proposes on USPS Marketing
Mail’s class-wide contribution and USPS Marketing Mail Parcels’ specific contribution, as well
as the impact of a 2 percentage point above-average price increase on USPS Marketing Mail’s
class-wide contribution and USPS Marketing Mail Parcels’ specific contribution. In addition to
above-average price increases, the Postal Service should continue to expend a reasonable
amount of resources given the size of the product to explore and implement opportunities to
further reduce the unit cost of USPS Marketing Mail Parcels and report on those opportunities
and results in the FY 2019 ACR.

4. Stamp Fulfillment Services

The Stamp Fulfillment Services (SFS) product provides for the fulfillment of stamp orders
placed by mail, phone, fax, or online to the SFS Center in Kansas City, Missouri. It was added
to the Mail Classification Schedule as a Market Dominant product in FY 2010. Cost has
exceeded revenue and, consequently, cost coverage has been below 100 percent each year
since its introduction. Cost coverage showed steady improvement each year through

FY 2017. See Table I1I-12. However, in FY 2018, cost coverage declined to 87.4 percent.
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Table 111-12
SFS Cost Coverage, FY 2014—-FY 2018

Revenue Attributable Cost
Fiscal Year (in Millions) (in Millions) Cost Coverage
FY 2014 $3.5 $4.3 82.3%
FY 2015 $3.9 S4.6 85.1%
FY 2016 $3.7 $4.3 87.3%
FY 2017 $3.9 $4.0 97.2%
FY 2018 $3.9 S4.4 87.4%

Source: PRC-LR-ACR2018/7.

The Postal Service attributes the decline in cost coverage to a cost increase of about $0.4
million. FY 2018 ACR at 41-42. The Postal Service states that the 3.5 percent price increase
for SFS, recently approved by the Commission in Docket No. R2019-1, is an effort to
improve the cost coverage. Id. at 42. The Postal Service states that the higher than average
increase is consistent with the Commission’s comments in the FY 2012 ACD, stating that
the SFS product “promotes the objectives of reducing costs and increasing efficiency.” Id.
(quoting FY 2012 ACD at 142).

The Commission finds that FY 2018 revenue for SFS was not sufficient to cover attributable
cost. However, the financial performance of SFS does not entirely capture the value that the
Services Center adds to the Postal Service and to other Postal Service products. Although SFS
does not cover its attributable cost, by providing a mechanism for the centralized ordering of
stamps, it reduces the costs associated with the retail purchases of stamps. The Commission
urges the Postal Service to continue its efforts to improve cost coverage for SFS.

5. Market Dominant International Mail

Market Dominant international mail is comprised of nine products: Inbound Letter Post,
Outbound Single-Piece First-Class Mail International, International Ancillary Services,
International Reply Coupon Service, International Business Reply Mail Service, Inbound
Market Dominant Multi-Service Agreements with Foreign Postal Operators 1, Inbound
Market Dominant Expres Service Agreement 1, Inbound Market Dominant Registered
Service Agreement 1, and Inbound Market Dominant PRIME Tracked Service Agreement.

In FY 2018, Inbound Letter Post and International Registered Mail, a component of
International Ancillary Services, did not cover their attributable costs.



Docket No. ACR2018 -80 -

a. New Methodology to Distribute International Revenue
(1)  Background

The Postal Service uses a new methodology to distribute the revenues received from
inbound LC/A0126 mail, reported as the Inbound Letter Post and Inbound Market Dominant
Multi-Service Agreements with Foreign Postal Operators 1 products. In the FY 2017 ACD,
the Commission directed the Postal Service to update the Commission on the status of the
Postal Service’s investigation of a shape-based costing methodology for inbound LC/AO
mail. FY 2017 ACD at 69. In Docket No. RM2018-8, the Postal Service requested approval of
a shape-based costing methodology for inbound LC/AO mail.127 The Postal Service
proposed to distribute the revenue it receives from inbound LC/AO dispatches to the
shapes of the underlying pieces (letters, flats, and small packets/bulky letters). Order No.
4827 at 8. Specifically, the Postal Service proposed to distribute revenue for each dispatch
proportionally based on the weight of each shape in the dispatch. Id. The Commission
approved this methodology, but directed the Postal Service to investigate improving the
revenue distribution by using both piece and weight data, and to provide an update of its
investigation in the FY 2018 ACR. Id. at 16-18.

The Postal Service investigated this approach, and instead of applying the methodology
approved by the Commission in Order No. 4827, it incorporated a new revenue distribution
methodology that uses both piece and weight data in the ICRA report for its FY 2018 ACR.
FY 2018 ACR at 11-12. For those dispatches that pay only a per-kilogram price, revenue is
distributed to shapes based solely on weight. January 11 Response to CHIR No. 1, question
4. For those dispatches for which both per-item and per-kilogram prices were paid and
were received prior to February 2018, the Postal Service first calculates per-kilogram
revenue based on per-kilogram price and distributes that revenue to shapes based on the
weight distribution. Id.; see Responses to CHIR No. 6, question 17. The Postal Service then
subtracts per-kilogram revenue from total revenue to estimate per-item revenue, and
distributes per-item revenue to shapes based on the distribution of each shape in the
dispatch. Id. For those dispatches that pay both per-item and per-kilogram prices and were
received after February 2018, per-item revenue and per-kilogram revenue are calculated
separately and distributed in the manner described above. Id.

(2) Commission Analysis

The methodology the Postal Service uses to distribute revenue for inbound LC/AO mail
appears to improve the accuracy of the revenue estimates. However, the Commission did
not previously approve this new methodology. Accordingly, although the Commission uses
this methodology for assessing compliance in this ACD, the methodology must be

1261 ¢/AO is an abbreviation for “lettres et cartes” and “autres objets,” and is French for “letters and cards” and “other objects.” LC/AO refers to

international letters, cards, flats, bulky letters, and small packets, whether under the Universal Postal Union (UPU) terminal dues system or
bilateral or multilateral agreements. Inbound LC/AO contrasts with Inbound Letter Post, which refers to the Postal Service product consisting of
letters, cards, flats, bulky letters, and small packets received under the terminal dues system. See Mail Classification Schedule (MCS), Section
1130.

127

Order No. 4827.
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thoroughly reviewed by the Commission and stakeholders through a docketed proceeding
before it can be used in future ACRs.

For purposes of this ACD, the Commission accepts the Postal Service’s revenue distribution for
inbound LC/AO mail. The Commission concludes however, that this is a change in analytical
principles that the Commission has not approved and directs the Postal Service to file a
petition for the initiation of a proceeding to consider this proposed change in analytical
principles within 90 days of issuance of this ACD.

b. Inbound Letter Post
(1)  Background

Inbound Letter Post consists of inbound mail for which foreign postal operators reimburse
the Postal Service at terminal dues for the delivery of foreign-origin mail.128 Terminal dues
are prices set by the Universal Postal Union (UPU).129

The Commission reviews the compliance of the Inbound Letter Post product on an annual
basis. The Inbound Letter Post product has never covered its cost, and the Commission has
consistently recommended the Postal Service take actions to improve the profitability of
this product.

On August 23, 2018, President Donald J. Trump issued a presidential memorandum with
the subject title Modernizing the Monetary Reimbursement Model for the Delivery of Goods
Through the International Postal System and Enhancing the Security and Safety of

128 Mail Classification Schedule, Section 1130. The Inbound Letter Post product refers to international mail that is not classified as Parcel Post or

express mail (EMS and Global Express Guaranteed). It consists of mail items similar to domestic First-Class Mail, Periodicals, USPS Marketing
Mail, BPM Flats/Parcels, and Media Mail/Library Mail, weighing up to 4.4 pounds (2 kilograms). All Inbound Letter Post mail is inbound LC/AO
mail.

2 The UPU is a United Nations specialized agency comprising 192 member countries, including the United States. Member countries negotiate

international agreements governing the exchange of international mail, including applicable rates for the delivery of international mail.
Terminal dues are also referred to as default UPU default rates, because they apply in the absence of an agreement between or among postal
operators establishing other rates.
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International Mail.130 Specifically, the memorandum noted that the current terminal dues
do not fully reimburse the Postal Service for the cost of delivering foreign-origin mail.
Presidential Memorandum at section 2(c)(i)(A). Additionally, the Presidential
Memorandum noted that the “current terminal dues rates undermine the goal of
unrestricted and undistorted competition in cross-border delivery services because they
disadvantage non-postal operators seeking to offer competing collection and outward
transportation services for goods covered by terminal dues in foreign markets.”131

The Presidential Memorandum then outlined policies relating to inbound international
mail and terminal dues. Specifically, the Presidential Memorandum stated that it is the
policy of the executive branch to support “a system of unrestricted and undistorted
competition between the United States and foreign merchants. Such efforts include: (i)
ensuring that rates for the delivery of foreign-origin mail containing goods do not favor
foreign mailers over domestic mailers; [and] (ii) setting rates charged for delivery of
foreign-origin mail in a manner that does not favor postal operators over non-postal
operators[.]"”Id., section 2(d).

On October 17, 2018, in a statement from the White House Press Secretary, President
Donald J. Trump concurred “with the Department of State’s recommendation to adopt self-
declared rates for terminal dues as soon as practical, but no later than January 1, 2020.”132
The Department of State also filed notice of the withdrawal of the United States from the
UPU in one year, as set forth in the UPU Constitution. See id. The President instructed the
Department of State to “negotiate bilateral and multilateral agreements that resolve the
problems discussed in the Presidential Memorandum. If negotiations are successful, the
Administration is prepared to rescind the notice of withdrawal and remain in the UPU.” Id.

The Postal Service states that it is working with the Administration to move to a system of
self-declared rates for Inbound Letter Post mail. FY 2018 ACR at 10.

(2)  FY 2018 Financial Results

In FY 2018, revenue for Inbound Letter Post did not cover attributable cost. Cost coverage
increased from 67.2 percent in FY 2017 to 83.8 percent in FY 2018.133 Total contribution

3 presidential Memorandum for the Secretary of State, Secretary of the Treasury, Secretary of Homeland Security, Postmaster General, and

Chairman of the Postal Regulatory Commission, August 23, 2018 (Presidential Memorandum) (available at:
https://www.whitehouse.gov/presidential-actions/presidential-memorandum-secretary-state-secretary-treasury-secretary-homeland-security-
postmaster-general-chairman-postal-regulatory-commission/).

31 presidential Memorandum, section 2(c)(i)(B). The Presidential Memorandum defines “postal operator” to mean a “governmental or non-

governmental entity officially designated by a [UPU] member country to operate postal services and to fulfill the related obligations arising out
of the Acts of the UPU on its territory.” /d., section 1(c). It also defines “non-postal operator” to mean a “private express carrier, freight
forwarder, or other provider of services for the collection, transportation, and delivery of international documents and packages, other than a
postal operator.” Id., section 1(b).

132 Statement from the Press Secretary, October 17, 2018 (available at: https://www.whitehouse.gov/briefings-statements/statement-press-

secretary-38/).

133 Response to Chairman’s Information Request 20, March 4, 2019, question 1 (Response to CHIR No. 20); FY 2018 ACR at 9.
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increased from negative $143 million in FY 2017 to negative $81.7 million in FY 2018.134

The Postal Service notes that Inbound Letter Post covered a greater proportion of its
attributable costs in FY 2018 than in previous fiscal years. FY 2018 ACR at 10. The Postal
Service attributes the product’s financial performance to its “unique pricing regime,” as it
has in past years. Id. The Postal Service states that it “does not independently determine
the prices [paid by foreign postal operators] for processing and delivery of foreign origin
mail” in the United States. Id. The Postal Service explains that these prices are set according
to a UPU terminal dues formula established in the Universal Postal Convention. Id. The
Postal Service states that the January 2018 and January 2019 increases in terminal dues
should improve cost coverage for Inbound Letter Post in FY 2019. Id. Additionally, the
Postal Service notes that it has been collaborating with other federal agencies, including the
Department of State, to improve cost coverage for Inbound Letter Post, and that it is
working to “move to a pricing regime of self-declared rates for Inbound Letter Post[.]” Id.

The Postal Service also states that if all revenue flows related to inbound LC/AO mail135
were considered, then inbound LC/AO mail would cover its attributable costs. Id. at 11. The
Postal Service states that revenues from Inbound Letter Post, International Registered Mail,
the PRIME Expres Service Agreement, the PRIME Tracked Service Agreement, the PRIME
Registered Service Agreement, and the Inbound Market Dominant Multi-Service
Agreements with Foreign Postal Operators 1 products collectively would cover costs.13¢

(3) Comments on Inbound Letter Post

The Small Business & Entrepreneurship Council (SBE Council) and the Public
Representative commented on Inbound Letter Post. The SBE Council expresses concern
regarding the Postal Service’s “below-cost pricing” for Inbound Letter Post.137 The SBE
Council states that it is “fundamentally unfair and irrational that foreign mailers continue
to be charged far lower rates by the [Postal Service] to complete deliveries within the U.S.
in comparison to the prices that American businesses face to send items from one domestic
location to another.” Id. The SBE Council calls on the Commission to seek appropriate
remedies, which include “imploring that the [Postal Service] work in close coordination
with the Secretary of State to ensure a non-discriminatory pricing system that will provide
domestic sellers a level playing field in reaching domestic consumers.” Id.

134 Response to CHIR No. 20, question 1; PRC-LR—ACR2018/1 Excel file “18 Summary_LR1.xlsx,” tab “FCM_Fees,” cell H56. The Postal Service

notes that a change in costing methodology resulted in different estimates for contribution for FY 2017, which the Postal Service filed under
seal in Docket No. RM2018-8. See Response to CHIR No. 20, question 1. In its Response to CHIR No. 20, the Postal Service publicly filed updated
FY 2017 data for Inbound Letter Post that applied the approved costing methodology. /d.

3 The Postal Service uses the term “Inbound Letter Post” interchangeably to refer to both the Inbound Letter Post product and to all inbound

LC/AO mail, including inbound LC/AO mail not entered at terminal dues.

3¢ 1d. The Postal Service cites a table that it provided in Library Reference USPS—FY18—-NP9 as supporting the statement that all revenue flows

related to inbound LC/AO mail would cover inbound LC/AO costs. /d.

37 comments of Small Business & Entrepreneurship Council, January 31, 2019, at 2 (SBE Council Comments).
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The Public Representative notes that Inbound Letter Post cost coverage increased to 83.8
percent in FY 2018, which is higher than the product’s cost coverage in FY 2017. PR
Comments at 29-30. She states that this cost coverage is a marked improvement over
recent fiscal years and is at its highest level since FY 2011. Id. at 30.

The Public Representative notes that terminal dues increased in January 2018 and suggests
that, although the new prices did not bring the product into compliance, the progressive
price increases and continued implementation of the new costing methodology should
bring Inbound Letter Post cost coverage closer to 100 percent. Id. at 33.

The Postal Service states that it has taken action to address issues related to the Inbound
Letter Post product. Postal Service Reply Comments at 7. Specifically, the Postal Service
notes that it requested a transfer of Inbound Letter Post small packets and bulky letters
from the Market Dominant Inbound Letter Post product to the Competitive Product list, “as
a precursor to establishing self-declared rates” for Inbound Letter Post small packets and
bulky letters. Id. The Postal Service states that it is developing a proposal for self-declared
rates for Inbound Letter Post small packets and bulky letters, which will improve the
pricing regime for Inbound Letter Post. Id.

(4) Commission Analysis

The Commission acknowledges the increase in cost coverage for Inbound Letter Post from
67.15 percent in FY 2017 to 83.78 percent in FY 2018.138 The Commission further
acknowledges the 42.8 percent improvement in contribution from negative $143 million in
FY 2017 to negative $81.7 million in FY 2018.139 These improvements are in large part due
to higher terminal dues that were in effect during Quarters 2-4 of FY 2018. However,
despite these improvements, Inbound Letter Post continues to be noncompensatory.

In Order No. 4980, the Commission conditionally approved the transfer of Inbound Letter
Post small packets and bulky letters from the Market Dominant Inbound Letter Post
product to the Inbound Letter Post Small Packets and Bulky Letters product on the
Competitive Product list pending the proposal, review, approval, and implementation of
new prices.140 Removal of small packets and bulky letters from the Inbound Letter Post
product should improve the financial performance of the Inbound Letter Post product.
Additionally, the terminal dues increases that went into effect in January 2019 should also
improve Inbound Letter Post cost coverage. The extent of any further improvement in cost
coverage will depend on Inbound Letter Post quality of service, which is linked to terminal
dues; changes in costs; and Special Drawing Right (SDR)/U.S. dollar exchange rate
fluctuations.141

138 Response to CHIR No. 20, question 1; PRC-LR—ACR2018/1, Excel file “18 Summary_LR1.xlsx,” tab “FCM_Fees,” cell L56.

139 Responses to CHIR No. 6, question 1; PRC-LR—ACR2018/1, Excel file “18 Summary_LR1.xlsx,” tab “FCM_Fees,” cell H56.

140

Docket No. MC2019-17, Order Conditionally Approving Transfer, January 9, 2019, at 22-23 (Order No. 4980).

“I A SDR is a reserve asset that the International Monetary Fund (IMF) created to serve as a unit of account for the IMF and some international

organizations, including the UPU. Its value is based on a basket of five major currencies: the U.S. dollar, the Euro, the Chinese renminbi, the
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The Commission reiterates its concern regarding the UPU pricing regime that results in
noncompensatory terminal dues. FY 2017 ACD at 68; FY 2016 ACD at 66. The Commission
also reiterates its concern that domestic mailers are subsidizing the entry of Inbound
Letter Post by foreign postal operators who use the same postal infrastructure but bear
none of the burden of contributing to its institutional costs. Id. Because UPU terminal dues
are not equivalent to domestic postage rates in the destination country, the Commission
considers them discriminatory. See id. Copenhagen Economics quantified the impact of the
UPU terminal dues negotiated at the 2016 UPU Congress that took effect in January
2018.142 It concluded that these rates would result in a global net financial transfer among
designated postal operators that ranges from 2.1 billion to 2.4 billion SDR in 2018 to 2.8
billion to 4 billion SDR in 2021.143

Furthermore, the Commission notes that terminal dues are only available to designated
operators,144 and that non-designated operators that provide similar international mailing
services to Inbound Letter Post are not able to access these terminal dues for inbound
mailpieces to the United States. The Commission recommends that as the Postal Service
works with the Administration to move towards a system of self-declared rates, it ensures
that self-declared rates are consistent with all statutory requirements of 39 U.S.C.

§ 3633(a) and policies outlined in the Presidential Memorandum, including that the self-
declared rates do not favor designated operators over non-designated operators.

The Commission finds that FY 2018 revenue for Inbound Letter Post was not sufficient to
cover attributable cost. The Commission recommends that the Postal Service, in coordination
with the Department of State, negotiate bilateral and multilateral agreements that contain
rates for UPU letter post mail that are more compensatory than terminal dues. The
Commission further recommends that the Postal Service file rates for the Competitive Inbound
Small Packets and Bulky Letters product as soon as possible.

Japanese yen, and the British pound sterling. On March 4, 2019, the IMF exchange rate for one SDR was $1.3922 U.S. dollars (available at:
http.//www.imf.org/external/np/fin/data/rms_five.aspx).

2 see Copenhagen Economics, Terminal Dues: Impact on financial transfers among designated postal operators of the Universal Postal Union

2018-2021 cycle agreements, September 22, 2017 (available at:
https://www.prc.gov/sites/default/files/reports/Terminal%20Dues_Impact%200n%20financial%20transfers_FINAL%2022%20September%2020
17.pdf).

13 A global net financial transfer is the difference between the actual compensation that designated postal operators receive from delivering

inbound cross-border letter mail at UPU terminal dues and the compensation that they would require in a situation without the UPU terminal
dues system in place (i.e., domestic postage rates).

“ Designated operators are “any governmental or non-governmental entity officially designated by the member country to operate postal
services and to fulfill the related obligations arising out of the Acts of the [Universal Postal Union] on its territory.” Convention Manual, Article
1.12, 2018 (available at: http://www.upu.int/uploads/tx_sbdownloader/actManualsinThreeVolumesConventionManualEn.pdf).
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C. Quality of Service Link to UPU Terminal Dues
(1)  Background

The Postal Service did not maximize revenue for Inbound Letter Post in FY 2018. Under the
UPU Quality Link Measurement System (QLMS), terminal dues can be adjusted downward
if the Postal Service does not achieve the UPU-established annual service performance
target; they can also be adjusted upward if the Postal Service achieves or exceeds the
target.14> In FY 2018, the Postal Service did not achieve the annual target.146 The Postal
Service also reported the amount of its forfeited revenue due to not meeting the UPU
service performance target.147 Based on the Calendar Year (CY) 2018 service performance
results available to date, the Postal Service’s service performance for Inbound Letter Post
under QLMS decreased from CY 2017 and the amount of forfeited revenue increased.148

In CY 2018, nine UPU members began participating in the Quality of Service Link, including:
Belarus, Bosnia and Herzegovina, China, Kazakhstan, Lebanon, Malaysia, Russia, Thailand,
and Turkey.149 The Postal Service states that inbound mail volume from these countries
“often arrives with improper format separation[,]” which “often results in delays, especially
where packets are processed in different facilities from letters and flats.”150 The Postal
Service states that it is attempting to mitigate the impact of improper format separation by
reporting these issues to the transgressing posts for correction and by having International
Service Centers (ISC) personnel separate formats prior to offloading the sacks for
processing.151

The Postal Service detailed various steps it is taking to improve its service performance for
Inbound Letter Post in its FY 2018 Service Performance Report.152 These steps include:
“regular communications with key ISC personnel[;]” individual ISC projects and initiatives
to improve performance; and a Black Belt Lean Six Sigma project to improve inbound
international letter performance.153

1% Responses of the United States Postal Service to Questions 1-10 of Chairman’s Information Request No. 14, February 22, 2019, question 9,

Revised Response of the United States Postal Service to Chairman’s Information Request No. 1, question 5 (Responses to CHIR No. 14).

Y6 1d. See Library Reference USPS—FY18-NP32, January 11, 2019, file “USPS-FY18-NP32.Preface.pdf;” Library Reference USPS—FY18-NP37,

February 8, 2019, file “USPS-FY18-NP37.Q20ChIR6.Preface.pdf.”

147

USPS-FY18-NP32, file “USPS-FY18-NP32.Preface.pdf;” USPS—FY18-NP37, file “USPS-FY18-NP37.Q20ChIR6.Preface.pdf.”

8 See USPS—FY18-N P32, file “USPS-FY18-NP32.Preface.pdf;” USPS—FY18—-NP37, file “USPS-FY18-NP37.Q20ChIR6.Preface.pdf.”
' Universal Postal Union, UPU QS Link — participation 2018 (available at:
http.//www.upu.int/fileadmin/documentsFiles/activities/letterPostDevelopment/participationQlugEn. pdf).

=0 Responses to CHIR No. 14, question 9, Revised Response of the United States Postal Service to Chairman’s Information Request No. 3,

question 14.
31 Responses to CHIR No. 14, question 9, Revised Response of the United States Postal Service to Chairman’s Information Request No. 7,
question 2.

32 Library Reference USPS—FY18-29, December 28, 2018, file “FY18-29 Service Performance Report.pdf,” at 8. See January 28 Responses to

CHIR No. 3, question 16.

33 USPS—FY18-29, file “FY18-29 Service Performance Report.pdf,” at 8; January 28 Responses to CHIR No. 3, question 16.
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(2) Commission Analysis

The Commission concludes that the Postal Service’s service performance for Inbound
Letter Post declined in FY 2018. As a result of decreased service performance and
increased Inbound Letter Post volume in FY 2018, the Postal Service forfeited more
revenue than in FY 2017 for not meeting the UPU service performance target.

The Postal Service states that it is taking steps to address its declining service performance
for Inbound Letter Post mailpieces. These steps include increased coordination between
ISCs and headquarters and optimizing placement of radio-frequency identification readers
to better track the movement of mail and identify points of failure in the system.154 The
Postal Service is also reviewing inbound mail flows to “identify potential opportunities for
delays, rework, or other inefficiencies[, and] will devise solutions to eliminate these
inefficiencies, pilot them, and review results.” January 28 Responses to CHIR No. 3,
question 16.b.

However, the steps outlined by the Postal Service do not appear to address the issue that
large volumes of inbound mailpieces are not properly separated by format by the
dispatching postal operator, which the Postal Service cites as the cause for the decline in
service performance.

The Commission directs the Postal Service to provide both International Mail Measurement
System (IMMS) and QLMS CY 2018 and CY 2019 performance reports for Inbound Letter Post,
aggregations of weekly failure reports, and an analysis of the failures and steps being taken to
improve service performance in the FY 2019 ACR. The Commission also directs the Postal
Service to state in its FY 2019 ACR whether it forfeited revenue in CY 2018 and CY 2019 based
on its QLMS results for the Inbound Letter Post product. If the Postal Service forfeited revenue
in CY 2018 and CY 2019, the Commission directs the Postal Service to provide the forfeited
amounts for CY 2018 and for CY 2019 based on all results available to date and explain how
this amount is calculated based on service performance results.

d. Inbound Letter Post Data Required by 39 C.F.R.
§ 3050.21(1)

(1)  Background

In Docket No. RM2018-2, the Commission revised its periodic reporting requirements
codified in 39 C.F.R. part 3050.155 These revised annual reporting rules require the Postal
Service to provide Inbound Letter Post revenue, volume, attributable cost, and contribution
data by UPU country group and by shape. Order No. 4836 at 13, 29; see 39 C.F.R.

§ 3050.21(1). The Postal Service filed the newly required Inbound Letter Post data by UPU
country group and by shape for FY 2017 and FY 2018 and provided Inbound Letter Post

134 USPS—FY18-29, file “FY18-29 Service Performance Report.pdf,” at 8; January 28 Responses to CHIR No. 3, question 16.

155

Docket No. RM2018-2, Order Amending Rules for Periodic Reporting, September 25, 2018, at 1 (Order No. 4836).
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data by UPU country group for FY 2014, FY 2015, and FY 2016 under seal in USPS-FY18-
NP9.156

(2) Comments

UPS observes that, in Docket No. RM2018-2, the Commission did not specify that the Postal
Service publicly file newly required Inbound Letter Post revenue, volume, attributable cost,
and contribution data by UPU country group and by shape and that the Postal Service chose
to report this data under seal.157 UPS Comments at 18. UPS asserts that there is “nothing
competitively sensitive about the top-line, aggregated revenue, volume, attributable cost,
and contribution data for Inbound Letter [P]ost.” Id. (internal quotation marks omitted).
UPS notes that some “‘country group’ data may indirectly disclose data regarding the Postal
Service’s international partners.” Id. UPS states that such data should be aggregated to the
extent there is “a legitimate confidentiality concern and then disclosed.” Id. UPS asserts that
it is prepared to submit a motion to unseal such data pursuant to 39 C.F.R. § 3007.400 if
necessary. Id. at 18-19. In addition, UPS requests that “the Commission review the Postal
Service’s non-public treatment of international competitive data, and order the Postal
Service to disclose its international competitive data to the extent that it does not meet the
Commission’s standards for non-public treatment[.]” Id. at 19.

In its reply comments, the Postal Service states that to the extent that “top-line,
aggregated’ revenue, volume, cost, and contribution” data have been publicly reported in
the CRA report, the Postal Service does not disagree that there is nothing commercially
sensitive about that data. Postal Service Reply Comments to UPS and PostCom at 5. The
Postal Service contends that UPS concedes that Inbound Letter Post data aggregated by
country group may result in potentially harmful disclosure regarding international
partners. Id. The Postal Service states that this concern is magnified now that Inbound
Letter Post small packets and bulky letters have been conditionally transferred from
Market Dominant to Competitive Product lists. Id.

(3) Commission Analysis

When issuing the new periodic reporting rules in Order No. 4836, the Commission did not
direct the Postal Service to file the aggregated Inbound Letter Post revenue, volume,
attributable cost, and contribution data publicly. See Order No. 4836 at 21. Instead, the
Commission stated that “[t]o the extent that the Postal Service believes that public
disclosure of Inbound Letter Post data separated by UPU country group and shape would
cause a commercial harm, [the Postal Service] could file an application for non-public
treatment pursuant to [39 C.F.R.] §§ 3007.200 and 3007.201][.]” Id. The Commission also

136 Fy 2018 ACR at 12. On December 13, 2018, the Postal Service filed a motion requesting a partial waiver of 39 C.F.R. § 3050.21(1). Motion of

the United States Postal Service for Partial Waiver of Rule 3050.21(l) Regarding Inbound Shape Data, December 13, 2018. The Postal Service
requested a partial waiver of the requirement to report Inbound Letter Post revenue, volume, attributable costs, and contribution data by
shape for fiscal years prior to FY 2017 as the Postal Service asserted that such data was unavailable. /d. at 1. The Commission granted the Postal
Service’s motion. Order Granting Partial Waiver, December 21, 2018, at 1-2 (Order No. 4943).

7 Initial Comments of United Parcel Service, Inc. on United States Postal Service’s Annual Compliance Report for Fiscal Year 2018, February 19,

2019, at 18 (UPS Comments).
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noted that, if the Postal Service filed the required data under seal, there are procedures in
place for participants or the Commission to unseal material filed non-publicly by the Postal
Service. Id; see 39 C.F.R. §§ 3007.103, 3007.104, 3007.400. The Commission stated that it
“will address the non-public status of data filed under [39 C.F.R. § 3050.21(1)], if and when
the Postal Service files the data under seal and if the Commission issues a preliminary
determination concerning the appropriate degree of protection, if any, to be accorded to
the materials filed under seal.” Id.

As part of the ACD, the Commission analyzes the Inbound Letter Post revenue, volume,
attributable cost, and contribution data, by UPU country group and by shape, in Library
Reference PRC-LR-ACR2018/NP3. The Commission’s library reference modifies the data
provided in USPS-FY18-NP9 to exclude data for international mail products other than the
Inbound Letter Post product, such as Inbound International Registered Mail and Market
Dominant NSAs.158 In addition, PRC-LR-ACR2018/NP3 also includes product-specific costs
in addition to the volume variable costs the Postal Service provided to determine
attributable costs for Inbound Letter Post. The Commission’s analysis identifies some
trends specific to certain shapes and for mailpieces originating from specific UPU country
groups.

Because the Postal Service filed the underlying data under seal, the Commission files both
the Inbound Letter Post data and the analysis contained in PRC-LR-ACR2018/NP3 under
seal. However, concurrent with the FY 2018 ACD, the Commission is issuing a preliminary
determination to unseal its analysis and PRC-LR-ACR2018/NP3.159

e. International Ancillary Services
(D) Background

International Ancillary Services consists of International Certificate of Mailing,
International Registered Mail, International Return Receipt, and Customs Clearance and
Delivery Fee. Mail Classification Schedule, Section 1510. In FY 2018, the International
Ancillary Services product as a whole covered its attributable cost. FY 2018 ACR at 41.
However, one component of the product, International Registered Mail, did not cover its
attributable cost.

The Postal Service states that International Registered Mail did not cover its costs “by a
small amount.” FY 2018 ACR at 43. The Postal Service also states that the additional
payment per item for Inbound International Registered Mail increased from 0.69 SDR to
1.10 SDRin CY 2018 and to 1.20 SDR in CY 2019, which should help to improve cost

8 The Postal Service revised the data it provided in USPS—FY18-NP9 to exclude M-Bag data. Responses to CHIR No. 3, question 13; see Library

Reference USPS—FY18—-NP34, January 28, 2019, Excel file “ChIR.3.Q.13 IB LP Shape.Group.FY18.xIsx,” tab “Summary.”

159

Notice of a Preliminary Determination to Unseal Library Reference PRC—LR—ACR2018/NP3, April 12, 2019 (Order No. 5055).
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coverage. Id. The Postal Service also points out that the pre-UPU Istanbul Congress rates
were in effect during the first quarter of FY 2018.160

The Postal Service notes that its participation in the voluntary supplementary
remuneration for inbound registered items furnished additional revenue for inbound
registered items. FY 2018 ACR at 43. The Postal Service further notes that, during FY 2018,
additional foreign postal operators became parties to the Inbound Market Dominant
Registered Service Agreement 1 multilateral agreement. /d.

(2) Comments

Only the Public Representative commented on International Ancillary Services. In her
comments, she notes that the International Ancillary Services product as a whole covered
its attributable cost, although the cost coverage for International Registered Mail within
International Ancillary Services was below cost. PR Comments at 52. She highlights that the
cost coverage for International Registered Mail increased in FY 2018, and that a 64.2
percent price increase for International Registered Mail, which went into effect in January
2018, significantly contributed to this improved cost coverage. Id. at 53-54.

The Public Representative opines that the Postal Service’s strategy to help International
Registered Mail cover its costs, which is identical to the Postal Service’s strategy in FY 2016
and FY 2017, may now be working to some extent because International Ancillary Services
is in compliance in FY 2018 even though International Registered Mail’s cost coverage was
below 100 percent.161 She finds that the Postal Service’s strategy is reasonable due to
International Registered Mail’s positive movement toward compliance. Id.

The Public Representative also notes that, in the FY 2017 ACD, the Commission
recommended that the Postal Service identify and implement ways to reduce costs for
International Registered Mail and observes that the product cost remained roughly
consistent in FY 2018, while revenue increased significantly. Id. at 54.

(3) Commission Analysis

The Commission finds that the International Ancillary Services product was compensatory
in FY 2018. It also finds that although the cost coverage for the International Registered
Mail component of International Ancillary Services improved significantly over FY 2017, it
remains noncompensatory. However, unlike in FY 2017, the noncompensatory nature of
International Registered Mail did not result in negative cost coverage for the International
Ancillary Services product as a whole.

180 d. The UPU rate for Inbound International Registered Mail in effect during 2017 was 0.67 SDR. See Universal Postal Convention Doha 2012,

Article 29.8 (available at: http://www.upu.int/uploads/tx_sbdownloader/act2012DecisionsDohaEn.pdf).

1 1d. at 53. This strategy includes the scheduled price increase for International Registered Mail in January 2019; the Postal Service’s

participation in the voluntary supplementary remuneration for inbound registered items; and the increased number of foreign postal operators
participating in the Inbound Market Dominant Registered Service Agreement 1. /d.
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The improvement in cost coverage for International Registered Mail is due, in part, to a
price increase for Inbound International Registered Mail from 0.67 SDR to 1.10 SDR, which
went into effect in January 2018. FY 2018 ACR at 43. The Commission notes that Inbound
International Registered Mail prices increased again, to 1.20 SDR, in January 2019. Id. This
price increase should help to improve the cost coverage of International Registered Mail in
FY 20109.

Previously, the Commission recommended that the Postal Service identify and implement
ways to reduce costs for International Registered Mail. FY 2017 ACD at 73. The Commission
notes that International Registered Mail costs slightly increased in FY 2018. The
Commission also observes that the costs for this product are somewhat volatile. The Postal
Service recorded 104 In-Office Cost System (IOCS) tallies for Inbound International
Registered Mail in FY 2018, and the cost coverage range is 24 percentage points below and
45 percentage points above the cost coverage provided by the Postal Service in the ACR.
Responses to CHIR No. 17, question 6.

The Commission urges the Postal Service to continue efforts to limit cost increases for
International Registered Mail and to promote greater participation by foreign postal
operators in the Inbound Market Dominant Registered Service Agreement 1, which provides
more compensatory prices for registered mail services for inbound mailpieces from
participating foreign postal operators.

6. Customized Postage

The Postal Service initially reported zero revenue for Customized Postage in FY 2018, and
$72,241 in cost.162 The Postal Service attributed the lack of revenue to the fact that there is
only one Customized Postage vendor. January 28 Responses to CHIR No. 3, question 1. The
Postal Service stated that it planned to prepare a revised authorization for its Customized
Postage vendor, and collect applicable fees sufficient to cover costs for the years 2018 and
2019. Id. The Public Representative noted that cost coverage for Customized Postage was
1,353 percent in FY 2017, suggesting that the Postal Service’s claims were “likely
correct.”163

The Postal Service subsequently updated its FY 2018 Customized Postage revenue, stating
that it received a payment of $325,000, covering the period May 2018 to May 2019.
Responses to CHIR No. 22, question 1. The Postal Service reports Customized Postage
revenue for FY 2018 as $121,875, or 168.7 percent cost coverage.164

%2 |ibrary Reference USPS—FY18-1, December 28, 2018 (PCRA).

163 pR Comments at 55 (citing Docket No. ACR2017-1, Library Reference PRC-LR—ACR2017/1, March 29, 2018, Excel file “17 Summary_LR1.xlsx,”
tab “MD Services_Fees.”).

164 Responses of the United States Postal Service to Questions 1-5 of Chairman’s Information Request No. 22, March 13, 2019, question 1.
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The Commission finds that FY 2018 revenue for Customized Postage was sufficient to cover
attributable cost for the product. The Commission directs the Postal Service to continue to
report Customized Postage revenue for the fiscal year covered by the ACR.

7. Stamped Envelopes

The Stamped Envelopes product is an Ancillary Service that consists of both Plain and
Personalized Stamped Envelopes with imprinted or impressed First-Class Mail postage. In
FY 2016, revenue for Stamped Envelopes failed to cover attributable cost. FY 2016 ACD at
63. The Postal Service stated that the reason for failure to cover cost was that the reported
revenue did not include the Personalized Stamped Envelopes premium option or shipping
fees revenue. FY 2016 ACR at 64. The Commission directed the Postal Service to “realign its
revenue and cost calculations for Stamped Envelopes” or improve cost coverage through
above-average price increases. FY 2016 ACD at 63. In FY 2017, the Postal Service again did
not include shipping fees in its reported Stamped Envelope revenue or CRA.165

In the FY 2018 ACR, the Postal Service reports revenue of $12.6 million and attributable
cost of $12.1 million for Stamped Envelopes, including shipping fees. FY 2018 ACR at 41.

The Public Representative comments that without the inclusion of shipping fees, revenue
for Stamped Envelopes falls from $12.6 million to $11.2 million, resulting in cost coverage
of only 92.6 percent. PR Comments at 54. The Public Representative notes concern about a
nearly 52 percent increase in the attributable cost for Stamped Envelopes, with only a 3
percent increase in revenue. Id. at 55.

The Commission finds that revenue for Stamped Envelopes covered 105.0 percent of
attributable cost for the product, and that the inclusion of shipping fees in the revenue
calculation is consistent with the Commission’s directive in the FY 2016 ACD. However, the
Commission shares the concerns of the Public Representative regarding the trend of
increasing cost, and encourages the Postal Service to take steps to prevent attributable cost
for Stamped Envelopes from exceeding revenue. Additionally, the Postal Service should be
consistent, year to year, in its revenue and cost calculations regarding the inclusion of revenue
from premium options and shipping fees.

8. Media Mail/Library Mail

In FY 2018, Media Mail/Library Mail had a cost coverage of 76.7 percent, a 1.0 percent
increase compared with FY 2017.166 Unit contribution increased 0.6 cents per piece from
FY 2017 to FY 2018.167 FY 2018 was the twelfth consecutive year that Media Mail /Library
Mail did not generate sufficient revenues to cover attributable costs. Docket No. R2019-1
included an above-average price increase for Media Mail/Library Mail. FY 2018 ACR at 40.

165

Docket No. ACR2017, Library Reference USPS—FY17-1, December 29, 2017.
1% See FY 2018 ACR at 39; FY 2017 ACD at 75.

17 Unit contribution increased from a loss of $1.124 per piece in FY 2017 to a loss of $1.065 in FY 2018. FY 2017 ACR at 40; FY 2018 ACR at 39.
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The Postal Service states that it intends to continue to improve the cost coverage of Media
Mail/Library Mail through above-average price increases. Id. Table 11I-13 shows the history
of price increases for Media Mail/Library Mail under the PAEA.
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Table I1I-13
Media Mail/Library Mail
Price Adjustment vs. Price Adjustment Authority

Docket No. Media Mail/Library Price Adjustment
Mail Price Adjustment Authority (Price Cap)
R2008-1 4.538% 2.900%
R2009-2 7.468% 3.800%
R2011-2 1.964% 1.741%
R2012-3 2.581% 2.133%
R2013-1 3.469% 2.570%
R2013-10 2.061% 1.696%
R2015-4 2.197% 1.966%
R2017-1 1.135% 0.871%
R2018-1 1.993% 1.987%

Source: PRC-LR-ACR2018/6.

The Public Representative notes the small increase in cost coverage for Media Mail /Library
Mail in FY 2018 compared with FY 2017. PR Comments at 48. She points to the decrease in
cost-per-piece of 1.0 percent and the increase in revenue-per-piece of 0.2 percent as
evidence that the Postal Service has complied with the Commission’s FY 2017 ACD request
that it reduce the unit cost of Media Mail/Library Mail. Id. She notes that FY 2018 is the
second year that the cost coverage for Media Mail/Library Mail slightly increased, and
concurs with the Postal Service’s stated approach of continuing to apply above-average
price increases to improve cost coverage. Id. at 48, 49.

Media Mail/Library Mail did not cover its attributable cost or make a contribution to
institutional costs in FY 2018. The Commission has previously recognized that Media
Mail/Library Mail has educational, cultural, scientific, or informational value to the
recipient of the mail matter. See, e.g., FY 2017 ACD at 76; FY 2016 ACD at 71; FY 2015 ACD
at 67.

The Commission finds that FY 2018 revenue for Media Mail/Library Mail was not sufficient to
cover attributable cost. However, the Postal Service’s approach to improve cost coverage
through above-average price increases in future Market Dominant price adjustments is
appropriate. The Commission also encourages the Postal Service to explore opportunities to
further reduce the unit cost of Media Mail/Library Mail.

9. Domestic Market Dominant NSAs

Domestic Market Dominant NSAs must comply with 39 U.S.C. § 3622(c)(10). That section
requires that such agreements either “improve the net financial position of the Postal
Service” or “enhance the performance of mail preparation, processing, transportation, or
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other functions” and that they “not cause unreasonable harm to the marketplace.” 39 U.S.C.
§ 3622(c)(10).

After approving a Market Dominant NSA, the Commission evaluates it for compliance with
39 U.S.C. § 3622(c)(10). The Commission reviews the NSA’s performance during “contract
years,” 12-month periods measured from the time the contract was implemented. The
Commission reviews the contract year that ended during the fiscal year covered by the
ACD.

For domestic Market Dominant NSAs, the current accepted analytical principle for
estimating volume changes due to the Postal Service’s pricing incentive programs uses
price elasticity to estimate the new volume generated.18 This principle provides for
consideration of “the financial impact of price incentives to increase mail volume or to shift
mail volume between products should be based on the Postal Service’s best estimate of the
price elasticity of the discounted product.” Order No. 738 at 3.

In FY 2018, one domestic Market Dominant NSA was in effect: the PHI Acquisitions, Inc.
(PHI) NSA.169 The PHI NSA is a 5-year NSA approved by the Commission in Docket Nos.
MC2014-21 and R2014-6.170 The Commission evaluates the PHI NSA based on its
performance during Contract Year 4 (July 1, 2017 through June 30, 2018), which ended in
FY 2018. For Contract Year 4 Quarters 3 and 4 (January 1, 2018 through June 30, 2018),
PHI and the Postal Service agreed to suspend the Postal Service’s obligation to pay
rebates.1’1 On June 19, 2018, PHI and the Postal Service agreed to terminate the PHI NSA
on June 30, 2018, the end of Contract Year 4.172

PHI qualified for $837,000 in discounts in Contract Year 4 Quarters 1 and 2. Because there
was no volume in Contract Year 4 Quarters 3 and 4, the PHI NSA did not meet the annual
volume threshold for Contract Year 4. Using the elasticity-based accepted analytical
principle, the Postal Service estimates that the PHI NSA resulted in a net financial
contribution of negative $837,000.173 The Postal Service acknowledges that the PHI NSA
did not comply with 39 U.S.C. § 3622(c)(10)(A) in FY 2018, but contends that no additional
remedial action is warranted because the contract was terminated. Id. at 45.

%8 Docket No. RM2010-9, Order Terminating Proceeding, May 27, 2011, at 1 (Order No. 738) (quoting Docket No. RM2008-4, Order No. 104,
Notice of Proposed Rulemaking Prescribing Form and Content of Periodic Reports, August 22, 2008, at 9).

%9 £y 2018 ACR at 43. International Market Dominant NSAs are discussed in section B.8.d., supra.
70 See Docket Nos. MC2014-21 and R2014-6, Order Adding PHI Acquisitions, Inc. Negotiated Service Agreement to the Market Dominant
Product List, June 19, 2014 (Order No. 2097).

"see Docket Nos. MC2014-21 and R2014-6, Notice of the United States Postal Service of Temporary Suspension of Contract, December 8,

2017.

72 see Docket Nos. MC2014-21 and R2014-6, Notice of the United States Postal Service of Termination of Agreement, June 19, 2018.

173

FY 2018 ACR at 44.
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In Contract Year 1, the PHI NSA made a net financial contribution of $112,000. In Contract
Year 2, the PHI NSA made a net financial contribution of negative $1,047,000. In Contract
Year 3, the PHI NSA made a net financial contribution of negative $123,000. In Contract
Year 4, the PHI NSA made a net financial contribution of negative $837,000. Over the 4
years that the agreement was in effect, the PHI NSA made a net financial contribution of
negative $1,895,000.

In the original filing for Docket Nos. MC2014-21 and R2014-6, the Postal Service provided
estimates of incremental volume and net financial contribution for each year of the PHI
NSA.174 Qver the 4-year duration of the PHI NSA, the Postal Service estimated incremental
volume of 282 million and a net financial contribution of $7,558,000. Id. Over the 4-year
duration of the PHI NSA, the actual incremental volume was 80 million and the actual net
financial contribution was negative $1,895,000.175

Incremental volume for the PHI NSA was only achieved in Contract Years 1 and 2. In
Contract Year 1, the incremental volume estimate of 46 million was close to the actual
incremental volume of 41 million, but the net financial contribution estimate of $1,279,000
was much higher than the actual net financial contribution of $112,000. Id. Even though
there was actual incremental volume in Contract Year 2 (39 million compared to an
estimated 70 million), the large increase in costs during that year resulted in negative net
financial contribution. Id. For Contract Year 2, the cost per piece estimate was $0.184 and
the actual cost per piece was $0.216. Id. In Contract Years 3 and 4, the rebate was paid on a
quarterly basis but annual volume thresholds were not met; thus, there was zero
incremental volume and negative net financial contribution.

The Commission is concerned that the Postal Service’s actions regarding the PHI NSA
indicate a continuing lack of institutional oversight. The Commission reminded the Postal
Service in its FY 2016 ACD and FY 2017 ACD that it is responsible for negotiating and
overseeing NSAs and ensuring that any Market Dominant NSA it enters into continues to
improve the net financial position of the Postal Service. See 39 U.S.C. § 3622(c)(10)(A). The
fact that the Postal Service decided only in Contract Year 4 to temporarily suspend the
contract and to finally terminate the contract at the end of Contract Year 4 is troubling,
given that it had ample opportunity to either terminate the contract or negotiate an
amendment to the contract sooner.

The Commission finds that the PHI NSA did not meet the criteria of 39 U.S.C. § 3622(c)(10)(A)
in Contract Year 4. Over the 4-year duration of the PHI NSA, the Commission finds that the
contract did not meet the criteria of 39 U.S.C. § 3622(c)(10)(A).The Postal Service terminated
the PHI NSA at the end of Contract Year 4; therefore, no further action is necessary.

7% See Docket Nos. MC2014-21 and R2014-6, Notice of the United States Postal Service of Filing of Contract and Supporting Data and Request

to Add PHI Acquisitions, Inc. Negotiated Service Agreement to the Market-Dominant Product List, March 5, 2014, Excel file
“PHI_NSA_Financials.FINAL.xIsx.”

17 See PRC-LR-ACR2018/8, Excel file “FY18 MD NSA Net Impact.xIsx.”
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C. Other Issues
1. First-Class Mail Product Cost Coverage Disparity

As in previous ACD dockets, several commenters raise the issue of high cost coverage for
First-Class Mail, both at the class level,17¢ and comparatively within the class.177

Commenters suggest that the high cost coverage of First-Class Mail should trigger
consideration of the Postal Service’s rate design as a part of this proceeding.178 SBE Council
suggests that the cost coverage of 205.2417° percent should be “instructive throughout this
fiscal determination, and validate[s] the success of the previous pricing regimes and price-
cap mechanisms.” SBE Council Comments at 1-2. The National Postal Policy Council (NPPC)
reiterates comments from previous ACD proceedings, noting that “First-Class Mail volumes
continued to decline, and Presort Mail continued to make an exorbitant contribution to
institutional costs.” NPPC Comments at 1. As in previous proceedings, Pitney Bowes
suggests that the Postal Service should “rebalance the cost coverage and unit contributions
among First-Class Mail products][,]” and that “[lJowering prices on more profitable and
price sensitive Presort letters will help stimulate and maintain Presort letters volume,
which would improve the Postal Service’s financial position.” Pitney Bowes Comments at 3.

In its reply comments, the Postal Service notes that the price cap is applied at the class
level, affording the Postal Service the flexibility to apply non-uniform price adjustments
within a class. Postal Service Reply Comments at 4. The Postal Service acknowledges “some
products have higher cost coverages than others, and takes that fact into consideration in
its rate design.” Id. It suggests that it is not the Commission’s responsibility to consider
whether a different rate design could or should be established, and indicates it will
“continue to balance the needs of its customers with opportunities for greater pricing and
operational efficiencies, consistent with the PAEA’s requirements.” Id.

The Commission has previously noted that the Postal Service’s pricing flexibility, subject to the
inflation-based cap, can be used to apply non-uniform price adjustments within a class.?8?
With respect to First-Class Mail cost coverage disparities, the Commission continues to
encourage the Postal Service to balance its own needs with those of its customers.

78 SBE Council Comments at 1-2.

77 pitney Bowes Comments at 3; Comments of the National Postal Policy Council, February 14, 2019, at 1 (NPPC Comments).

78 Other commenters express concern with the First-Class Mail rate increase approved in Docket No. R2019-1, which was not in effect during

FY 2018. TPA Comments at 1; ACI Comments at 2; SBE Council Comments at 1; GCA Comments at 5. Because the rates approved by the
Commission in Docket No. R2019-1 were not in effect during FY 2018, those rates are outside the scope of the FY 2018 ACD, which examines
the compliance of rates or fees in effect during FY 2018. 39 U.S.C. § 3653(b)(1).

e Subsequent to the comment deadline, the Postal Service filed a revision to the CRA report that resulted in cost coverage of 204.22 percent

for First-Class Mail. See PRC—LR—ACR2018/1, Excel file “18Summary_LR1.xIsx,” tab “SUM_Current_Fees,” cell J39.

180

FY 2017 ACD at 79.
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2. Status of ACR Docket

PostCom states its concern with the “duration of [the ACR] proceedings” and asserts that
“the Commission takes up the ACR while previous ACR dockets remain open.” PostCom
Comments at 13. Further, PostCom claims the CHIRs are “left open for years, well after the
rates underlying the ACR in question have changed and compliance has been determined.”
Id. PostCom submits that if the Commission identifies a serious issue in the ACR docket that
it “should open a new docket, aggressively pursue an answer, and order any relief it finds
appropriate.” Id. at 14.

Contrary to PostCom’s assertions, the Commission’s ACD is finished on the date of issuance
and there is no unfinished proceeding that continues for years. Within the ACD, the
Commission has directed the Postal Service to remedy various issues and report on
corrections. As part of those directives to report on corrections and other issues, the Postal
Service files responses in the ACR docket corresponding to the ACD directive. This is to
ensure that all information relating to Commission directives and reporting is readily
accessible in the related ACR docket as opposed to creating new dockets for each distinct
reporting requirement, which would require interested persons to search multiple dockets
to view Postal Service responses to the Commission’s ACD directives.
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CHAPTER 4: COMPETITIVE PRODUCTS

A. Introduction

In this chapter, the Commission reviews Competitive products to determine whether any
rates or fees in effect during FY 2018 were not in compliance with 39 U.S.C. § 3633, which:

e Prohibits subsidization of Competitive products by Market Dominant products:
39 U.S.C.§ 3633(a)(1)

e Requires that each Competitive product cover its attributable cost: 39 U.S.C.
§ 3633(a)(2)

e Requires that, collectively, Competitive products cover an appropriate share of the
Postal Service’s institutional costs: 39 U.S.C. § 3633(a)(3)

The principal FY 2018 findings for Competitive products are:

e Revenues for Competitive products as a whole exceeded incremental costs.
Competitive products were not subsidized by Market Dominant products during
FY 2018, thereby satisfying 39 U.S.C. § 3633(a)(1).

e Revenues for six Competitive products did not cover attributable costs and
therefore did not comply with 39 U.S.C. § 3633(a)(2). The Competitive products that
did not cover attributable costs are: two domestic NSAs, International Priority
Airmail (IPA), International Money Transfer Service—Inbound (IMTS—Inbound),
International Ancillary Services, and Officially Licensed Retail Products (OLRP).

e Collectively, Competitive products satisfied the requirement that they provide a
minimum contribution of 5.5 percent to institutional costs.181 As a result,
Competitive products satisfied 39 U.S.C. § 3633(a)(3) during FY 2018.

B. Cross-Subsidy Provision: 39 U.S.C.
§ 3633(a)(1)

39 U.S.C. § 3633(a)(1) requires that Competitive products not be subsidized by Market
Dominant products. To determine compliance, the Commission uses the incremental cost
test, which calculates the costs incurred by Competitive products collectively, and
compares those costs to the revenue generated by Competitive products collectively. As

81 See 39 C.F.R. § 3015.7(c). The Commission updated this rule on January 3, 2019 to replace the 5.5 percent minimum contribution with one

determined by a formula. See Docket No. RM2017-1, Order Adopting Final Rules Relating to the Institutional Cost Contribution Requirement for
Competitive Products, January 3, 2019 (Order No. 4963); see also section 4.D., infra.
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long as the revenue from Competitive products exceeds those products’ incremental costs,
the Commission can conclude that no cross-subsidization has occurred.182

Because the collective incremental costs of Competitive products are greater than the sum
of the attributable cost of each product, using collective incremental costs raises the
Competitive product cost floor when testing for cross-subsidies.183 Therefore, the
incremental cost model provides a more rigorous test for determining compliance with

39 U.S.C. § 3633(a)(1) than the attributable cost coverage requirement of 39 U.S.C.

§ 3633(a)(2).

The American Consumer Institute Center for Citizen Research (ACI) states that cross-
subsidization is “implicit within the intertwined monopoly and competitive service
lines.”184 ACI states that the Postal Service does not disclose sufficient financial detail for
the public to determine the extent of the cross-subsidization, but claims that capital
expenditures and depreciation expenses associated with delivery vehicles are not allocated
appropriately, demonstrating that the Postal Service is “clearly and unequivocally violating
the PAEA.” ACI Comments at 2-3.

The Postal Service encourages the Commission to reject ACI’s claim that Competitive
products were cross-subsidized by Market Dominant products. Postal Service Reply
Comments at 15. The Postal Service states that ACI's arguments are without merit and
notes that other commenters agree that “competitive products easily satisfied the cross-
subsidy test in FY 2018.” Postal Service Reply Comments at 14-15.

The Public Representative notes that Competitive product revenues exceeded their
incremental costs, and thus “concludes that the Postal Service’s market dominant products
did not subsidize its competitive products in FY 2018.” PR Comments at 66.

Pitney Bowes also notes that Competitive product revenues exceeded their incremental
costs, and concludes that “competitive products were not cross-subsidized by market
dominant products and were in compliance with 39 U.S.C. § 3633(a)(1).” Pitney Bowes
Comments at 4.

The Commission recently updated the methodological procedures used to estimate
incremental costs.18> The Postal Service applied this new methodology when reporting
incremental costs for FY 2018. FY 2018 ACR at 68. Using this methodology, in FY 2018 the
incremental costs of Competitive products were $15.466 billion and the total revenues of

182 See Docket No. RM2007-1, Order Proposing Regulations to Establish a System of Ratemaking, August 15, 2007, at 65 (Order No. 26).

'8 Docket No. RM2010-4, Order Accepting Analytical Principles Used in Periodic Reporting (Proposals Twenty-Two through Twenty-Five),

January 27, 2010, at 4-5 (Order No. 399).

184 comments of American Consumer Institute Center for Citizen Research Regarding Docket No. ACR2018, January 31, 2019, at 2 (ACI

Comments).

185

Order No. 4719.
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Competitive products were $23.059 billion.186 Accordingly, in FY 2018 revenues from
Competitive products exceeded incremental costs.

None of the commenters offer evidence to suggest that the magnitude of any potential
misallocation of costs is sufficiently large that correction would result in the incremental
costs of Competitive products exceeding their revenues. As FY 2018 revenues from
Competitive products exceeded incremental costs, there is no evidence to suggest that
Competitive products are being illegally cross-subsidized by Market Dominant products.

The Commission finds Competitive products satisfied 39 U.S.C. § 3633(a)(1) in FY 2018.

C. Product Cost Coverage Provision: 39 U.S.C.
§ 3633(a)(2)

39 U.S.C. § 3633(a)(2) requires the revenue for each Competitive product to cover its
attributable cost. Below, the Commission discusses the FY 2018 financial performance for
five separate Competitive product groupings:

Competitive domestic products with rates of general applicability
Competitive domestic products consisting of NSAs187

Competitive international products with rates of general applicability
Competitive international products consisting of NSAs

Competitive nonpostal services.

1. Competitive Domestic Products with Rates of
General Applicability

In FY 2018, there were 12 Competitive domestic products with rates of general
applicability: Priority Mail Express; Priority Mail; Parcel Select; Parcel Return Service;
First-Class Package Service; Retail Ground; Address Enhancement Services; Greeting Cards,
Gift Cards, and Stationery; Competitive Ancillary Services;188 Premium Forwarding Service;
Post Office Box Service; and Shipping and Mailing Supplies.

In FY 2018, every Competitive domestic product with rates of general applicability covered its
attributable cost and thereby satisfied the statutory requirements of 39 U.S.C. § 3633(a)(2).

188 See PRC-LR-ACR2018/1 Excel file “18 Summary_LR1.xlsx,” tab “Appendix A (Incremental Costs),” cells C21:D21.

87 As discussed in Chapter 3, an NSA is a written contract between the Postal Service and a mailer, to be in effect for a defined period, which

provides for customer-specific rates or fees and/or terms of service in accordance with the terms and conditions of the contract. See 39 C.F.R.
§3001.5(r).

'8 The Competitive Ancillary Services product consists of the following services: Adult Signature and Package Intercept Service. See Mail

Classification Schedule, Section 2645 (MCS).
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2. Competitive Domestic Products Consisting of

NSAs

As shown in Table IV-1, in FY 2018, there were 885 Competitive domestic products

consisting of NSAs.

Table IV-1

Competitive Domestic NSA Products in Effect during FY 2018

Competitive Domestic NSA Product Groupings

Number of Products®

First-Class Package Service Contracts 49
Parcel Return Service Contracts 6
Parcel Select & Parcel Return Service Contracts 2
Parcel Select Contracts 13
Priority Mail—Non-Published Rates’ Contracts 327
Priority Mail & First-Class Package Service Contracts 71
Priority Mail Contracts 290
Priority Mail Express & Priority Mail Contracts 51
Priority Mail Express Contracts 34
Priority Mail Express, Priority Mail & First-Class Package Service Contracts 39
Priority Mail & Parcel Select Contracts 0
Priority Mail Express & First-Class Package Service Contracts 3
Total 885

* With the exception of NSAs entered into under the Priority Mail—Non-Published Rates (Priority Mail—NPR) product, each Competitive

domestic NSA is a separate product.

®The Priority Mail—NPR product allows the Postal Service to enter into Priority Mail NSAs without filing the agreements with the Commission

for pre-implementation review.

Source: Library Reference USPS—FY18-NP27, December 28, 2018.

a. Attributable Cost Coverage

39 U.S.C. § 3633(a)(2) requires each Competitive domestic NSA product to cover its
attributable cost. The Commission finds that all but two Competitive domestic NSAs
covered their attributable costs and complied with this statutory requirement. The
Competitive domestic NSAs that did not cover their attributable costs were Priority Mail
Contract 179 and Priority Mail Contract 433. USPS-FY18-NP27. The Postal Service states

that Priority Mail Contract 179 has been terminated.

When the Commission approved Priority Mail Contract 433, it required quarterly reporting

to permit the “Commission to confirm that the Postal Service’s financial models contain
reasonable cost assumptions and accurately account for all costs associated with [this
contract].”18% The Postal Service states that it is closely evaluating Priority Mail Contract

'8 Docket Nos. MC2018-149 and CP2018-215, Order Adding Priority Mail Contract 433 to the Competitive Product List, May 30, 2018, at 5-6

(Order No. 4626).




Docket No. ACR2018 -103 -

433 and will renegotiate prices if necessary. See FY 2018 ACR at 69. Despite this quarterly
reporting demonstrating a failure of Priority Mail Contract 433 to cover its costs, the Postal
Service has not acted to renegotiate prices. This contract is not a market test and the
Commission is concerned at this contract’s failure to cover its costs. As a result, the
Commission directs the Postal Service to provide monthly, rather than quarterly, reporting
for Priority Mail Contract 433. The increased frequency of reporting will permit the
Commission to more-closely monitor the agreement and take corrective action if cost
coverage does not improve.

Three other agreements had components that failed to cover their attributable costs, but
still covered those costs as a whole. USPS-FY18-NP27. The Public Representative states
that these agreements require special attention by the Postal Service and the Commission
to make sure that they do not become out of compliance if the product mix changes. PR
Comments at 71.

The Public Representative also notes that the number of domestic NSAs that did not cover
their attributable costs declined from 4 NSAs in FY 2017 and 13 NSAs in FY 2016. Id.

The Commission finds that Priority Mail Contract 179 and Priority Mail Contract 433 were
not in compliance with 39 U.S.C. § 3633(a)(2) in FY 2018. Because Priority Mail Contract 179
is no longer active, no further action is required. For Priority Mail Contract 433, the
Commission directs the Postal Service to change from quarterly reporting to monthly
reporting starting with April 2019, with each monthly report due no later than 30 days after
the end of that month. Additionally, the Commission directs the Postal Service to report within
90 days of issuance of this ACD whether it intends to renegotiate prices for Priority Mail
Contract 433.

b. Failure to Report NSA Terminations

The Postal Service did not report data for six NSAs which, based on their original expiration
dates, would have been active in FY 2018.190 A CHIR was issued asking why no data was
reported for the six NSAs.191 The Postal Service responded that all six were terminated
prior to FY 2018 and that it would file termination notices in those dockets.192 Since 2009,
the Commission has consistently required the Postal Service to promptly notify the

%0 see Responses of the United States Postal Service to Questions 1-20 of Chairman’s Information Request No. 3, January 28, 2019, question 17

(January 28 Responses to CHIR No. 3).

3! Chairman’s Information Request No. 3, January 11, 2019, question 17.

92 January 28 Responses to CHIR No. 3, question 17. The termination notices were filed on January 28, 2019. See Docket Nos. MC2016-20 and

CP2016-26, USPS Notice of Termination of Priority Mail Express & Priority Mail Contract 22, January 28, 2019; Docket Nos. MC2016-32 and
CP2016-38, USPS Notice of Termination of Priority Mail Express Contract 30, January 28, 2019; Docket Nos. MC2016-93 and CP2016-118, USPS
Notice of Termination of Priority Mail Express Contract 34, January 28, 2019; Docket Nos. MC2016-119 and CP2016-149, USPS Notice of
Termination of First-Class Package Service Contract 51, January 28, 2019; Docket Nos. MC2016-141 and CP2016-178, USPS Notice of
Termination of First-Class Package Service Contract 54, January 28, 2019; Docket Nos. MC2016-161 and CP2016-232, USPS Notice of
Termination of Priority Mail Express Contract 38, January 28, 2019.
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Commission when NSAs terminate prior to their scheduled expiration date.1°3 The
Commission issued Order No. 5053 in the affected dockets, requiring the Postal Service to
provide additional information on its failure to report NSA terminations in compliance with
this requirement.194

3. Competitive International Products with Rates of
General Applicability

Ten Competitive international mail products have rates and fees of general applicability:
Outbound International Expedited Services; Outbound Priority Mail International; Inbound
Parcel Post (at UPU rates); First-Class Package International Service (FCPIS); International
Surface Airlift (ISAL); International Priority Airmail (IPA); International Direct Sacks—M-
Bags; IMTS—Outbound; IMTS—Inbound;!95 and International Ancillary Services.19¢

The Commission finds that three products, [PA, IMTS—Inbound, and International
Ancillary Services did not satisfy 39 U.S.C. § 3633(a)(2).

a. International Cost and Revenue Analysis

The International Cost and Revenue Analysis (ICRA) serves as the basis for the
Commission’s analysis of international mail volume, weight, cost, and revenue data. Its
accuracy is paramount to the Commission’s compliance determination. This year, the ICRA
that was initially filed on December 28, 2018197 contained errors that led to the Postal
Service filing a revised version on February 11, 2019.198 This revision affected the
Commission’s compliance determinations in several ways.

First, the February 11 ICRA not only included corrected data, but also introduced a new
methodology for the distribution of PRIME enhanced payments.1? Second, numerous
agreements that appeared to be noncompensatory based on the data submitted in the
December 28 ICRA were shown to be compensatory based on the revised data.2% This was
a result of both the new distribution for PRIME enhanced payments, along with corrections
to the calculation of domestic cost savings for worksharing discounts in certain NSAs.201

' Docket Nos. MC2009-13 and CP2009-17, Order Concerning Express Mail & Priority Mail Contract 3 Negotiated Service Agreement, January

16, 2009, at 6 (Order No. 172) (“The Postal Service shall promptly notify the Commission if the contract terminates, earlier than 3 years from
the effective date of the contract.”).
% Docket Nos. MC2016-20, et al., Order Requiring Additional Information, April 10, 2019 (Order No. 5053).

1% IMTS—Inbound consists of bilateral and multilateral agreements with foreign postal operators.

1% |nternational Ancillary Services consists of Certificates of Mailing, Registered Mail, Return Receipt, Restricted Delivery, Insurance, and

Customs Clearance and Delivery Fees.

7 Library Reference USPS-FY18—NP2, December 28, 2018 (December 28 ICRA).

1% |ibrary Reference USPS—FY18—NP2 (revised), February 11, 2019 (February 11 ICRA).

% February 11 ICRA, file “FY18 NP2 Preface.Revised.2.11.19.pdf” at 6-10 (February 11 ICRA Preface); see also section 4.C.3.b, infra.
% see section 4.C.4., infra.

201

February 11 ICRA Preface at 7.
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Finally, both inbound and outbound M-bags are classified as competitive, but in the
December 28 ICRA the Postal Service reported the inbound M-bags as part of Inbound
Letter Post. January 28 Responses to CHIR No. 3, question 12. The Postal Service asserts
that the impact is “minimal”292 and did not correct this error in the February 11 ICRA. The
Commission observes that incorporating inbound M-bags with outbound M-bags does not
affect the compliance of either International Direct Sacks—M-Bags or Inbound Letter Post.

The Commission directs the Postal Service to incorporate inbound M-Bags into the
International Direct Sacks—M-Bags Competitive product in future ICRA filings.

b. New Methodology to Distribute Payments in the
International Cost and Revenue Analysis

The Postal Service uses a new methodology to distribute PRIME enhanced payments in the
February 11 ICRA.203 In the current accepted methodology, the Postal Service distributes
all of these payments to FCPIS because they could previously only be treated as an
indistinguishable aggregate. February 11 ICRA Preface at 7. Improvements in the Postal
Service’s data systems have resulted in the ability to distinguish PRIME payments
according to the products that incur these payments. Id. In revising the ICRA, the Postal
Service used these newly available data to distribute the PRIME enhanced payments among
FCPIS, Commercial ePackets, and IPA NSAs. Id. at 7-9.

The new methodology the Postal Service uses to distribute PRIME enhanced payments
appears to improve the accuracy of the cost estimates. However, the Commission did not
previously approve this new methodology. Although the Commission will use this
methodology for assessing compliance in this ACD, the methodology must be thoroughly
reviewed by the Commission and stakeholders through a docketed proceeding before it can
be used in future ACRs.

For purposes of this ACD, the Commission accepts the Postal Service’s distribution of PRIME
enhanced payments. The Commission concludes however, that this is a change in analytical
principles that the Commission did not approve and directs the Postal Service to file a petition
for the initiation of a proceeding to review this proposed change in analytical principles
within 90 days of issuance of this ACD.204

C. International Priority Airmail

In FY 2018, IPA did not cover its attributable costs. FY 2018 ACR at 69. The Postal Service
observes that the majority of IPA mail is included in NSAs “that are reported within the

202 .
See id.

203 Responses to CHIR No. 14. PRIME is an agreement among approximately 141 Designated Postal Operators working together in the tracked
packet area wherein the parties remunerate each other for the timely return of scans with an enhanced payment due in addition to the basic
per item payment. February 11 ICRA Preface at 6.

2% see also section 4.C.3.b., infra (describing an additional requirement when filing the required petition).
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competitive International [NSA] categories.” Id. The Postal Service further states that the
volumes, revenues, and costs for the [PA product are developed as residuals after
subtracting the directly estimated NSA data.2%> As a result, the Postal Service does not
directly estimate volumes, revenues, and costs for this product, and any variance in the
costs for IPA as a whole (including NSAs) can affect the non-NSA IPA product. FY 2018 ACR
at 69-70. The Postal Service also notes that prices for this product increased 19.9 percent in
January 2019, which should improve cost coverage. Id. at 70.

The last time the IPA product was noncompensatory was in FY 2013.206 [n the FY 2013
ACD, the Commission directed the Postal Service to recommend modifications to its costing
methodology, which the Commission later approved in Docket No. RM2014-6.207

In her comments, the Public Representative observes that in FY 2013 the Postal Service
provided similar justification for the inability of IPA to cover costs, and that the
Commission was skeptical of such justification. PR Comments at 67. She, however, expects
cost coverage to improve in FY 2019. Id.

The Postal Service implies that the non-NSA IPA cost data may be unreliable because they
are calculated as the residual cost after measured IPA NSA costs (which are calculated as
part of NSA products rather than the IPA product) are subtracted from total IPA costs
(including both IPA and IPA NSAs). See FY 2018 ACR at 69-70. Because non-NSA IPA
volume is small in comparison to IPA NSA volume, variance in the IPA NSA cost
measurements results in even greater variability for the residual IPA costs. Id. at 70. The
Commission notes that no attempt has been made to quantify the variability of I[PA cost
calculations to determine if it is large enough to explain the reported failure of IPA to cover
its costs in FY 2018.

The Commission also observes that transportation and delivery costs for the IPA product
significantly increased in percentage terms in FY 2018. This growth alone, however, is
insufficient to explain the noncompensatory status of IPA.

The Commission further notes that the greatest increase in IPA costs is in settlement
charges. This increase was disproportionately high for the IPA product as compared to IPA
NSAs. The Postal Service states that country-specific information on [PA NSA volume is
unavailable, resulting in the use of average terminal dues for IPA NSA mail.208

2% 1d. at 69-70; see also January 28 Responses to CHIR No. 3, question 19.

% See FY 2013 ACD at 84 (showing IPA as noncompensatory in FY 2013); FY 2014 ACD at 74-75 (showing IPA as compensatory in FY 2014);
FY 2015 ACD at 84 (showing IPA as compensatory in FY 2015); FY 2016 ACD at 83 (showing IPA as compensatory in FY 2016); FY 2017 ACD at
85-86 (showing IPA as compensatory in FY 2017).

207

See FY 2013 ACD at 86; Docket No. RM2014-6, Order on Analytical Principles Used in Periodic Reporting (Proposals Three through Eight),
September 10, 2014, at 6-9 (Order No. 2180).

% |ibrary Reference USPS—FY18-NP35, January 28, 2019, Preface, question 12.
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Finally, as part of its revisions to the ICRA, the Postal Service developed a new methodology
to distribute PRIME enhanced payments. See section 4.C.3.b., supra. In applying this
methodology, the Postal Service distributed these payments to the [PA product, despite
asserting that only IPA NSAs incur these payments. Responses to CHIR No. 14, question 5.b.
As part of its petition to change analytical principles, the Postal Service should revisit the
method used for this distribution.

The Commission finds that IPA was not in compliance with 39 U.S.C. § 3633(a)(2) in FY 2018.
The Commission directs the Postal Service to report on the following issues involving IPA
within 90 days of the issuance of this ACD:

e The feasibility of directly estimating the costs of the IPA product.

o The feasibility of developing country-specific information on IPA NSA volume or,
alternatively, a methodology to distribute settlement charges more accurately.

e The estimated variance of the reported non-NSA IPA product costs based on an
analysis of the variance of each of the measurements used to calculate non-NSA IPA
product costs. This analysis should include the variance at the cost segment and
component level.

Additionally, the Commission directs the Postal Service, when it files a petition for the
initiation of a proceeding to consider the proposed change in analytical principles for PRIME
enhanced payments, to ensure that the proposed distribution does not allocate these NSA-
specific costs to the non-NSA IPA product.299

d. International Ancillary Services

Revenue for International Ancillary Services was less than attributable cost in FY 2018
because Outbound International Insurance did not cover its attributable cost. The Postal
Service observes that the Commission approved a change in the attribution of international
indemnities, which slightly decreased indemnities attributed to Outbound International
Insurance. FY 2018 ACR at 71-72. The Postal Service notes that it increased prices for
Priority Mail Express International (PMEI) insurance and Priority Mail International (PMI)
insurance in FY 2018 and increased prices again in FY 2019. Id. at 72.

The Postal Service also reports that only 7 IOCS tallies were recorded for Outbound
International Insurance, leading to a cost coverage that ranged from 13 percentage points
below to 21 percentage points above the reported figure.210 However, the Commission
notes that even the upper bound of this interval would not result in Outbound International
Insurance covering its costs.

The Public Representative suggests that the low cost coverage could be related to the

2% see section 4.C.3.b., supra.

1% Responses to CHIR No. 17.
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relatively high volatility of IOCS-based unit cost estimates. PR Comments at 69. Therefore,
she is unable to conclude that the cost coverage is fully reliable. Id. She also suggests that
the January 2019 price increase may still be insufficient to bring Outbound International
Insurance into compliance. Id. at 69-70. In its reply comments, the Postal Service expresses
its belief that the combination of the January 2019 price increases and the change in the
costing methodology provides a reasonable prospect that the cost coverage for Outbound
International Insurance will exceed 100 percent in FY 2019. Postal Service Reply
Comments at 17.

The Commission notes that while the change in methodology reduced indemnities for
Outbound International Insurance, in FY 2018 indemnities attributed to Outbound
International Insurance alone exceeded revenues. One possible reason for this would be a
deficiency in the costing methodology. When additional insurance is purchased for a
mailpiece, all of the associated indemnity is assigned to the Outbound International
Insurance product, rather than the amount of the indemnity greater than the value of the
built-in insurance.211 Additionally, the Commission finds that the data the Postal Service
provided concerning Outbound International Insurance raises concerns about the accuracy
of the revenue data, as discrepancies exist between published rates and reported revenue
per piece.212

The Commission finds that International Ancillary Services was not in compliance with

39 U.S.C. § 3633(a)(2) in FY 2018. The Commission directs the Postal Service to investigate the
discrepancies between published rates and reported revenue per piece. The Commission
further directs the Postal Service to file a report within 120 days of issuance of this ACD on the
results of this investigation and on the feasibility of disaggregating indemnities between
insurance included in the product and additional insurance purchased for the mailpiece.

e. International Money Transfer Service—Inbound

In FY 2018, revenue for the IMTS—Inbound product was less than attributable cost. By
comparison, in FY 2017, revenues for both IMTS—Inbound and IMTS—Outbound were less
than attributable costs. FY 2017 ACD at 86.

The Postal Service observes that the costs for IMTS “remain subject to variation,” as
evinced by only four I0CS tallies for IMTS—Inbound and IMTS—Outbound. FY 2018 ACR at
70-71. Moreover, the Postal Service had no IOCS tallies for IMTS—Inbound specifically.
Responses to CHIR No. 17, question 5.

In the FY 2015 ACD, the Commission directed the Postal Service to report on the obstacles
to exiting or renegotiating the agreements that comprise IMTS—Inbound. FY 2015 ACD
at 85. The Postal Service reported that terminating or renegotiating these agreements

2! 5ee Docket No. RM2018-9, Responses of the United States Postal Service to Questions 1-4 of Chairman’s Information Request No. 1, July 19,

2018, question 1.b. (Docket No. RM2018-9 Responses to CHIR No. 1).

2 Library Reference USPS—FY18-NP39, February 15, 2019, Preface, question 1.
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requires a delegation of authority from the Department of State under the Circular 175
process.213 In the FY 2016 ACD, the Commission recommended that the Postal Service
request a delegation of authority from the Department of State under the Circular 175
process to terminate or renegotiate the agreements that comprise the IMTS—Inbound
product. FY 2016 ACD at 84. In the FY 2017 ACD, the Commission required the Postal
Service to request the delegation of authority. FY 2017 ACD at 87. The Postal Service
informed the Commission that it complied with that requirement within the required
120-day time period.214 In its FY 2018 ACR, the Postal Service indicates that it awaits a
response from the State Department. FY 2018 ACR at 71. The Public Representative finds
these actions “appropriate.” PR Comments at 68.

The Commission finds that IMTS—Inbound was not in compliance with 39 U.S.C. § 3633(a)(2)
in FY 2018. The Commission directs the Postal Service to provide an update on the status of
the request for a delegation of authority under the Circular 175 process from the Department
of State to terminate or renegotiate the agreements that comprise the IMTS—Inbound
product within 120 days of issuance of this ACD.

4. Competitive International Products Consisting of
NSAs

Competitive international mail also includes products with rates and fees not of general
applicability that are established pursuant to one or more NSAs. These agreements often
require a minimum volume and/or revenue commitment by mailers or foreign postal
operators in exchange for reduced rates from the Postal Service.

At the request of the Postal Service, and to address administrative concerns involving
product reporting and classification on the Competitive Product list, the Commission
permitted the grouping of functionally equivalent international NSAs with the express
understanding that each NSA within a product must cover its attributable cost.215
Functionally equivalent international NSAs are also collectively evaluated as a product for
compliance with 39 U.S.C. § 3633(a)(2).

The Postal Service reports volume, revenue, and cost data for each Competitive
international NSA. For FY 2018, the Postal Service provides this data for 914 international
NSAs, 901 of which include negotiated rates for outbound mail and 13 of which include
negotiated rates for inbound mail.21¢ The financial results for Competitive outbound and
inbound international products consisting of NSAs are discussed below.

3 see Docket No. ACR2015, Second Response of the United States Postal Service to Commission Requests for Additional Information in the

FY 2015 Annual Compliance Determination, June 27, 2016, question 2.

2% Docket No. ACR2017, Third Response of the United States Postal Service to Commission Requests for Additional Information in the FY 2017

Annual Compliance Determination, July 26, 2018, at 2.

3 See, e.g., Docket Nos. CP2011-34, et al., Order Approving Five Additional Global Expedited Package Services 3 Negotiated Service

Agreements, December 1, 2010, at 5 (Order No. 601).

%16 pRC-LR-ACR2018/NP2.
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a. Competitive Outbound International Products Consisting
of NSAs

Competitive outbound international products with negotiated rates are classified on the
Competitive Product list. Table IV-2 shows the FY 2018 product category for each of these
products for which the Postal Service reports FY 2018 financial results.217

Table IV-2

Competitive Outbound International Products by Category (FY 2018)*®

Product Category Product Name
GEPS 3
GEPS 5
GEPS 6
GEPS 7
GEPS 8
GEPS 9
Global Expedited Package Services (GEPS)—NPR 10
Global Expedited Package Services (GEPS)—NPR 11
Global Expedited Package Services (GEPS)—NPR 12
Global Expedited Package Services (GEPS)—NPR 13
Global Expedited Package Services (GEPS)—NPR 14
Global Plus 1D
Global Plus Contracts Global Plus 3
Global Plus 4
Global Reseller Expedited Package Services 2
Global Reseller Expedited Package Services 4
Priority Mail International — Regional Rate Boxes PMI RRB 1
Source: PRC-LR-ACR2018/NP2.

GEPS Contracts

Global Expedited Package Services (GEPS)—
Non-Published Rates

Global Reseller Expedited Package Contracts

The Postal Service also reports financial results for each outbound international NSA
within these products. The Postal Service initially identified six NSAs that did not generate
sufficient revenues to cover their attributable costs. FY 2018 ACR at 72. However, all six of
these NSAs were shown to actually be compensatory in the February 11 ICRA. Additionally,
the Commission identified 23 additional NSAs as noncompensatory based on the December
28 ICRA,219 17 of which were shown to be compensatory in the February 11 ICRA. Of the
remaining six NSAs identified by the Commission as noncompensatory, the Postal Service

7 The Postal Service does not report FY 2018 financial results for the following Competitive outbound international products: Global Direct

Contracts 1, Global Bulk Economy Contracts, Global Plus 2C, GREPS 1, GREPS 3, GEPS—NPR 2, GEPS—NPR 3, GEPS—NPR 4, GEPS—NPR 5,
GEPS—NPR 6, GEPS—NPR 7, GEPS—NPR 8, GEPS—NPR 9, Priority Mail International Regional Rate Boxes—NPR, Alternative Delivery Provider
(ADP) Contracts 1, and Alternative Delivery Provider Reseller (ADP) Contracts 1. There was no volume for these products in FY 2018 and, in
many instances, the Postal Service replaced them with products of a similar nature.

28 This table presents outbound international products by product category as they appear in the MCS.

% See Chairman's Information Request No. 7 and Notice of Filing Under Seal, February 1, 2019, question 1 (CHIR No. 7); Chairman’s Information

Request No. 8 and Notice of Filing Under Seal, February 5, 2019, question 1 (CHIR No. 8).
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reports that five had very low volume and that all have expired.220 However, none of these
six NSAs were standalone products, and each was grouped with other functionally
equivalent NSAs to form the products. In each case, the relevant products covered their
attributable costs.

The Commission concludes that Competitive outbound international products consisting of
NSAs satisfied 39 U.S.C. § 3633(a)(2) because revenue exceeded attributable cost for each
product. When the Postal Service files its FY 2019 ACD it should correctly identify all
Competitive outbound international products consisting of NSAs that do not cover costs.

b. Competitive Inbound International Products Consisting of
NSAs

Competitive inbound international products with negotiated rates are classified on the
Competitive Product list. Table V-3 shows the Competitive inbound international products
for which the Postal Service reports FY 2018 financial results.221

Table IV-3

Competitive Inbound International Products by Category (FY 2018)**

Product Category Product Name
International Business Reply Service International Business Reply Service
Competitive Contracts Competitive Contracts 3
Inbound EMS Inbound EMS 2
Inbound Air Parcel Post (at non-UPU rates) Royal Mail Group Inbound Air Parcel Post Agreement
Inbound Competitive Multi-Service Agreements | Inbound Competitive Multi-Service Agreements
with Foreign Postal Operators 1 with Foreign Postal Operators 1

Source: PRC-LR-ACR2018/NP2.

The Postal Service also reports financial results for each inbound international Competitive
NSA. Negotiated rates for all 12 of the NSAs generated sufficient revenues to cover their
attributable costs in FY 2018.

The Commission concludes that Competitive inbound international products consisting of
NSAs satisfied 39 U.S.C. § 3633(a)(2) because revenues exceeded attributable cost for each
product.

0 see Library Reference USPS—FY18-NP38, February 12, 2019, Preface, question 1 (responding to CHIR No. 7) and question 1 (responding to

CHIR No. 8).

! The Postal Service does not report FY 2018 financial results for four Competitive inbound international products: International Business

Reply Service Competitive Contract 1, Inbound Direct Entry Contracts with Customers, Inbound Direct Entry Contracts with Foreign Postal
Administrations, and Inbound Direct Entry Contacts with Foreign Postal Administrations 1. There was no volume for these products in FY 2018,
and, in several instances, the Postal Service replaced them with products of a similar nature.

2 This table presents outbound international products by product category as they appear in the MCS. In the case of Inbound Competitive

Multi-Service Agreements with Foreign Postal Operators 1, the product name is the same name as the product category.
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5. Competitive Nonpostal Services

In FY 2018, Competitive nonpostal services?23 generated $151.9 million in revenue and
incurred $40.2 million in expenses, which resulted in a net revenue of $111.7 million.
USPS-FY18-NP27 Preface. This figure represents a 2 percent decrease compared to

FY 2017, but an overall cost coverage of 378 percent.

One competitive nonpostal product, OLRP, did not cover attributable costs.

The Commission finds that OLRP was not in compliance in FY 2018, as revenue did not cover
attributable costs. The Commission directs the Postal Service to identify and implement ways
to bring cost coverage to or above 100 percent for OLRP.

D. Appropriate Contribution Provision:
39 U.S.C. § 3633(a)(3)

39 U.S.C. § 3633(a)(3) requires the Commission to “ensure that all competitive products
collectively cover what the Commission determines to be an appropriate share of the
institutional costs of the Postal Service.” 39 U.S.C. § 3633(b) requires the Commission to
review the appropriate share requirement every 5 years to determine whether the
requirement “should be retained in its current form, modified, or eliminated.” In
implementing section 3633 after the PAEA was enacted, the Commission set the initial
appropriate share requirement at 5.5 percent of total institutional costs.224 In 2012, the
Commission conducted its first review of the appropriate share and found it appropriate to
maintain the requirement at 5.5 percent.225

Following its second review of the appropriate share, which was initiated in FY 2017, the
Commission implemented a new, formula-based methodology for determining what the
appropriate share should be. See Order No. 4963. Under this approach, the appropriate
share is to be updated annually as part of the ACD. Id. at 27. The final rule adopting the new
appropriate share methodology was issued on January 3, 2019, and became effective on
March 2, 2019. See id. During FY 2018, the required appropriate share under the
Commission’s regulations remained 5.5 percent. The first year to which the new
methodology will be applicable is FY 2019. Therefore, for compliance purposes in this ACD,
the appropriate share is 5.5 percent.

2 The seven Competitive products are: (1) Licensing of Intellectual Property Other Than Officially Licensed Retail Products; (2) Mail Services

Promotion; (3) OLRP; (4) Passport Photo Service; (5) Photocopying Service; (6) Rental, Leasing, Licensing or Other Non-Sale Disposition of
Tangible Property; and (7) Training Facilities and Related Services. Docket No. MC2010-24, Order Approving Mail Classification Schedule
Descriptions and Prices for Nonpostal Service Products, December 11, 2012, at 4 (Order No. 1575).

2% see Docket No. RM2007-1, Order Establishing Ratemaking Regulations for Market Dominant and Competitive Products, October 29, 2007, at

90-92 (Order No. 43).

> see Docket No. RM2012-3, Order Reviewing Competitive Products’ Appropriate Share Contribution to Institutional Costs, August 23, 2012, at

24-25 (Order No. 1449).
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1. Comments on Appropriate Contribution
Provision

The Commission received comments related to the appropriate contribution provision
from the Taxpayers Protection Alliance (TPA), SBE Council, Pitney Bowes, UPS, the National
Taxpayers Union (NTU), and the Public Representative. The Postal Service, Amazon.com
Services, Inc. (Amazon), and the Parcel Shippers Association (PSA) all filed reply comments.

TPA asserts that the appropriate contribution requirement as currently constituted
compromises the Postal Service’s financial position.22¢ TPA concedes that the formula-
based approach recently adopted by the Commission was “a step in the right direction,” but
it maintains that the attribution of costs to Competitive products remains significantly
lower than the actual share of costs created by Competitive products, which it asserts to be
approximately 20 percent.227

SBE Council and NTU both state that they support the Commission’s decision to frequently
revisit the appropriate share amount based on market conditions.228 However, SBE Council
maintains that current market conditions “largely suggest. .. that a rigid 8.8 percent
appropriate share is insufficient.”229

Pitney Bowes asserts that in FY 2018 Competitive products satisfied the appropriate
contribution requirement, because their actual contribution to institutional costs was
approximately 25 percent. Pitney Bowes Comments at 4.

UPS expresses the view that even under the Commission’s new formula-based approach,
the required appropriate share remains so low that it is “effectively meaningless.”230

The Public Representative notes that in FY 2018 Competitive products contributed
approximately 24.7 percent to institutional costs. PR Comments at 71-72. She therefore
states that the appropriate contribution requirement would have been met under either
the 5.5 percent requirement or the formula-based approach. Id. at 72.

In their reply comments, the Postal Service, Amazon, and PSA all assert that issues having
to do with the appropriate contribution requirement are not relevant to a compliance
review such as the instant proceeding, but should rather have been raised in Docket

% comments of Taxpayers Protection Alliance, January 31, 2019, at 1-2 (TPA Comments).

*7 TPA Comments at 2. For further discussion of TPA’s comments as they relate to costing methodology, see section 4.E., infra.

228 SBE Council Comments at 1-2; Comments of the National Taxpayer’s Union, February 25, 2019, at 2 (NTU Comments).

9 SBE Council Comments at 1-2. SBE Council appears to quote the formula-derived appropriate share for FY 2019—8.8 percent—instead of the

formula-derived appropriate share for FY 2018, which would have been 8.6 percent. See Order No. 4963 at 28, Table III-1.

2% YpS Comments at 4.
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No. RM2017-1, where the Commission most recently reviewed the appropriate
contribution methodology.231

2.  Commission Analysis

As an initial matter, the Commission declines to revisit the appropriate contribution
methodology in this compliance proceeding. All parties had an opportunity to comment on
the new methodology in Docket No. RM2017-1. The purpose of this proceeding is to assess
whether the Postal Service complied with the appropriate contribution requirement for
FY 2018 and to provide the required appropriate share for FY 2019 and FY 2020. The
Commission addresses this latter issue using the new, formula-based methodology.

a. FY 2018 Appropriate Share

In FY 2018, the total institutional costs of the Postal Service were $30.7 billion.232 To
comply with 39 U.S.C. § 3633(a)(3) for FY 2018, Competitive products collectively must
have contributed at least $1.690 billion toward the Postal Service’s institutional costs. Id.,
tab “Income_C,” cell 125. In FY 2018, the total contribution made by Competitive products
collectively to institutional costs was $7.6 billion233 (approximately 24.7 percent of total
institutional costs), which exceeds the 5.5 percent requirement. Therefore, the Postal
Service was compliant with 39 U.S.C. § 3633(a)(3).

The Commission finds that in FY 2018 Competitive products satisfied 39 U.S.C. § 3633(a)(3) by
covering an appropriate share of the Postal Service’s institutional costs.?3*

b. FY 2019 and FY 2020 Appropriate Share

In this section, the Commission addresses what the appropriate share will be for FY 2019
and FY 2020, using the new, formula-based approach. First, however, the Commission
provides an overview of the formula.

(1)  Formula Overview

The first component of the formula is the Competitive Contribution Margin. This
component measures the Postal Service’s absolute market power, which is the Postal
Service’s ability to charge its customers prices for Competitive products “that are higher
than the marginal cost of producing those products.” Order No. 4963 at 22. It is calculated
as follows:

31 postal Service Reply Comments at 12; Reply Comments of Amazon.com Services, Inc., March 1, 2019, at 3 (Amazon Reply Comments); Reply

Comments of the Parcel Shippers Association, March 4, 2019, at 1, 4 (PSA Reply Comments). PSA also filed a motion for late acceptance of its
reply comments. PSA Motion for Late Acceptance of Reply Comments, March 4, 2019 (PSA Motion). The PSA Motion is granted.

2 pRC-LR-ACR2018/1, tab “Appendix A (Incremental Costs),” cell D79.

33 14., tab “Appendix A (Incremental Costs),” cell F21.

5% The Commission notes that the 24.7 percent contribution level in FY 2018 would have satisfied the appropriate share requirement even if

the formula-based approach were applicable to FY 2018. The formula-derived appropriate share would have been 8.6 percent. See Order No.
4963 at 28, Table IlI-1.
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Total Revenue — Total Attributable Cost
Total Revenue

Competitive Contribution Margin =

Id. at 23. “Total attributable cost” refers to the cost incurred by the Postal Service in
producing Competitive products collectively. Id. at 23-24. “Total revenue” refers to the total
amount of revenue that the Postal Service is able to realize from its Competitive products
collectively. Id. at 24.

The second component of the formula is the Competitive Growth Differential. This
component assesses the growth or decline in the Postal Service’s market position from year
to year. The Postal Service’s market position is defined as the size of the Postal Service’s
Competitive product business relative to that of its competitors. Id. at 25. It is calculated as
follows:

Competitive Growth Dif ferential
= Market Shareysps * (Y%oARevenueysps — Y%ARevenue g )

Id. “Market Shareysps” refers to the Postal Service’s share of the overall parcel delivery
market, expressed as a percentage. It “is determined by dividing the Postal Service’s total
competitive product revenue by the sum of the Postal Service’s total competitive product
revenue” and the total revenue earned by the Postal Service’s competitors collectively, as
represented in the following equation:

Revenueysps

Market Share =
usks Revenueygps + Revenuecgy

Id. at 25 n.54. “%ARevenueysps” refers to the percentage change in the Postal Service’s
total real Competitive product revenue compared to the previous year. Id. at 25.
“OvARevenue g,y ” refers to the percentage change in the total real revenue earned by the
Postal Service’s competitors collectively compared to the previous year. Id.

With the forgoing component values, the appropriate share for a given fiscal year can be
calculated using the formula adopted by the Commission in Order No. 4963. Specifically,
the formula is:

ASt+1 = ASt * (1 + %ACCMt—l + CGDt—l)
Ift=0=FY 2007,AS =5.5%

Where,

AS = Appropriate Share

CCM = Competitive Contribution Margin
CGD = Competitive Growth Differential
t = Fiscal Year
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Id. at 26. “AS,” refers to the appropriate share value for the fiscal year during which an ACD
proceeding is being conducted. Since the ACD is conducted after the close of each fiscal
year, this will always be the fiscal year immediately following the fiscal year under review.
For example, this ACD evaluates compliance for FY 2018, but is being conducted in

FY 2019, and, as it relates to the formula, is being used to determine what the appropriate
share will be in FY 2020. “AS;_," refers to the appropriate share value from the fiscal year
being evaluated during an ACD proceeding (for purposes of the present analysis, this is

FY 2018). “AS; " refers to the appropriate share value for the fiscal year after the fiscal
year during which an ACD proceeding is being conducted (for purposes of the present
analysis, this is FY 2020).

(2)  FY 2019 Appropriate Share

The appropriate share formula is recursive. Id. at 27. In Docket No. RM2017-1, the
Commission advised that in order to initiate the formula’s recursive process, it would likely
be necessary for the first appropriate share following the issuance of the final rule to be
announced in the final rulemaking order, as opposed to being announced in an ACD.235 In
Order No. 4963, the final rulemaking order, the Commission determined that the formula-
derived appropriate share for FY 2019 would be 8.8 percent. Order No. 4963 at 28, Table
[II-1. Therefore, 8.8 percent is the figure that will be used to determine compliance with the
appropriate share in FY 2019.

(3) FY 2020 Appropriate Share

The Commission now applies the formula in order to determine the FY 2020 appropriate
share. For the Competitive Contribution Margin, in FY 2018 the total Competitive product
revenue was $23.1 billion. The FY 2018 total attributable cost incurred in producing

Competitive products was $15.5 billion. Therefore, the Competitive Contribution Margin
23.1 billion—15.5 billion

23.1 billion

value was = 0.329, representing a 0.1% increase from FY 2017.236

For the Competitive Growth Differential, the Commission calculates the growth rates for
both the Postal Service and its competitors in FY 2018. In FY 2017, the Postal Service’s total
real Competitive product revenue was $17.5 billion, while in FY 2018 it was $19.0 billion.
The percentage change from FY 2017 to FY 2018 was 8.8 percent. In FY 2017, the total real
revenue earned by the Postal Service’s competitors collectively was $72.9 billion, while in
FY 2018 it was $77.8 billion. The percentage change from FY 2017 to FY 2018 was 6.8
percent. The Postal Service’s market share was 19.4 percent. The Competitive Growth
Differential value for FY 2018 was thus 19.4% = (8.8% — 6.8%) = 0.4%. See PRC-LR-
ACR2018/10.

55 Docket No. RM2017-1, Notice of Proposed Rulemaking to Evaluate the Institutional Cost Contribution Requirement for Competitive

Products, February 8, 2018, at 30 n.53 (Order No. 4402).

58 The following calculations can also be found in a library reference accompanying this Report. See PRC~LR—ACR2018/10.
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When the component values are plugged into the formula, the result is 8.8% * (1 + 0.1% +
0.4%) = 8.8%. Therefore, the appropriate share requirement for FY 2020 will be 8.8
percent.

C. FY 2018 Competitive Product Fund Transfer

In FY 2018, the Postal Service transferred $3.545 billion from the Competitive Products
Fund to the Postal Service Fund, which the Postal Service represented was “a prepayment
of current and future year’s institutional costs.”237 As the Commission found in Order Nos.
1449 and 2329, the Postal Service is not permitted to prepay future years’ institutional
costs.238 While “the Postal Service is permitted by 39 C.F.R. § 3015.7(c) to pay greater than
the ... appropriate share set by the rule” to access funds in the Competitive Products Fund,
“any transfers categorized by the Postal Service as prepayments of future years’
institutional costs cannot be used to offset the requirement that [Clompetitive products
cover the appropriate share of institutional costs each year.” Order No. 2329 at 5-6. As a
result, to comply with 39 U.S.C. § 3633(a)(3) in future years, the revenues from
Competitive products must, in each fiscal year, satisfy the requirements of 39 U.S.C.

§ 3633(a)(3). Order No. 1449 at 26; Order No. 2329 at 5-6. The Commission reaffirmed this
conclusion in the FY 2017 ACD. See FY 2017 ACD at 92-93. In response to a CHIR pointing
out that there can be no “prepayment” of future years’ institutional costs, the Postal Service
asserts that “[t]he referenced statement. .. was not intended to contradict the
Commission’s prior determination that the Postal Service cannot offset its regulatory
obligation to comply with the appropriate share each year through a ‘prepayment’ of
institutional costs in a prior year.” Responses to CHIR No. 14, question 10. The Postal
Service explains that “[t]he statement that the Postal Service was transferring these
amounts as a prepayment was simply intended to reflect that those amounts would be
available, once transferred in January 2018, to cover the Postal Service’s institutional costs
moving forward.” Id. The Postal Service further assures that “given the concerns expressed
by the Commission, the Postal Service’s next report ... will include new language.” Id. The
Commission accepts the Postal Service’s representations with regard to this issue.

E. Other Issues Raised by Commenters

The scope of the Commission’s annual compliance review is limited to determining the
compliance of the Postal Service’s rates and services in FY 2018. 39 U.S.C. § 3653(b). The
statute allocates 90 days for the Commission to complete its review and issue its
determinations. Id. In that limited time, the Commission focuses its review on compliance
during the previous fiscal year, and does not review or approve changes to existing costing
methodologies. In reviewing the ACR, the Commission applies its previously-approved
methodologies to determine compliance.

7 Library Reference USPS—FY18-39, December 28, 2018, file “USPS-FY18-39.Preface.CPF.Report.pdf,” at 3.

28 Order No. 1449 at 26; Docket No. PI2013-1, Final Order on Competitive Products Fund Inquiry, January 23, 2015, at 5-6 (Order No. 2329).
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The Commission works continuously to improve its costing methodologies in separate
dockets that do not have statutorily-imposed deadlines.?3° As the Commission has
previously stated, issues relating to costing methodology for Competitive products are
appropriately addressed in those separate proceedings. See FY 2017 ACD at 93. A few
commenters, however, express disagreement in this docket with the Commission’s existing
costing methodologies, particularly for Competitive products.

1. United Parcel Service Comments

As in past years, UPS filed comments in this docket contending that the Commission’s
costing methodologies understate the costs attributable to Competitive products.240 UPS
relies on examples that it describes as “specific deficiencies in the Postal Service’s costing
methodologies” from which it tries to extrapolate a general conclusion that “[t]he resulting
levels of cost attribution do not hold up.” See UPS Comments at 2-3.

UPS’s concerns are outside the scope of this compliance review. While these comments are
appropriately addressed in other proceedings, the Commission responds to UPS’s
comments because they reflect a misunderstanding of the accepted cost allocation
methodologies. In this section, the Commission outlines why UPS’s examples do not
amount to evidence that the Commission’s methodologies systematically under-allocate
costs to Competitive products.

a. Historical Context

As far back as the first omnibus rate case before the Postal Rate Commission in the early
1970s, UPS has argued that the attribution of costs to products is too low and amounts to
unfair competition.241 The Commission has consistently held that, under the applicable
statute, reliable proof of cost causation is necessary to “attribute” costs to products or

9 5ee, e.g., Docket No. RM2016-13, Order Adopting Final Rules on Changes Concerning Attributable Costing, December 1, 2016 (Order No.

3641).

20 5ee UPS Comments at 1-4; Initial Comments of United Parcel Service, Inc. on United States Postal Service's Annual Compliance Report for

Fiscal Year 2017, February 1, 2018, at 1-4.

! see, e.g., Docket No. R71-1, Opinion and Recommended Decision, June 5, 1972, Volume | at 196-201; Docket No. R74-1, Opinion and

Recommended Decision, August 28, 1975, at 94, 124; Docket No. R76-1, Opinion and Recommended Decision, June 30, 1976, Volume | at 243;
Docket No. R77-1, Opinion and Recommended Decision, May 12, 1978, Volume | at 386-87, 394; Docket No. R80-1, Opinion and Recommended
Decision, February 19, 1981, Volume | at 476, 489-90; Docket No. R84-1, Opinion and Recommended Decision, September 7, 1984, Volume | at
549; Docket No. R87-1, Opinion and Recommended Decision, March 4, 1988, Volume | at 697; Docket No. R90-1, Opinion and Recommended
Decision, January 4, 1991, Volume | at V.335-36; Docket No. R94-1, Opinion and Recommended Decision, November 30, 1994, at V.112-13;
Docket No. R97-1, Opinion and Recommended Decision, May 11, 1998, Volume | at 478-79; Docket No. R2000-1, Opinion and Recommended
Decision, November 13, 2000, Volume | at 468-69; see Docket No. RM2012-3, Initial Comments of United Parcel Service on Notice of Proposed
Rulemaking to Evaluate the Institutional Cost Contribution Requirement for Competitive Products, April 9, 2012; see Docket No. RM2012-3,
Reply Comments of United Parcel Service on Notice of Proposed Rulemaking to Evaluate the Institutional Cost Contribution Requirement for
Competitive Products, May 7, 2012; see Docket No. RM2016-2, Petition of United Parcel Service, Inc. for the Initiation of Proceedings to Make
Changes to Postal Service Costing Methodologies, October 8, 2015; see Docket No. RM2017-1, Initial Comments of United Parcel Service, Inc.
on Notice of Proposed Rulemaking to Evaluate the Institutional Cost Contribution Requirement for Competitive Products, January 23, 2017; see
Docket No. RM2017-1, Reply Comments of United Parcel Service, Inc. on Notice of Proposed Rulemaking to Evaluate the Institutional Cost
Contribution Requirement for Competitive Products, March 9, 2017.
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classes.242 This approach to costing was affirmed by the Supreme Court,243 and the
requirement that cost attribution be based on “reliably identified causal relationships” was
codified in the PAEA when it was enacted in 2006.24* Under the Commission’s costing
methodology, costs which cannot be causally attributed to a specific product or class, or to
the Competitive product group, are treated as institutional, and Competitive products are
required to collectively cover an appropriate share of institutional costs.245 The
Commission has also consistently found that the Postal Service does not engage in
predatory pricing for its Competitive products, nor does it benefit from a competitive
advantage in the marketplace.246

In ensuring that costing methodologies are fully vetted and accurate, the Commission’s
regulations provide that either the Commission or any interested person may submit a
petition to initiate a proceeding to “improve the quality, accuracy, or completeness of the
data or analysis of data contained in the Postal Service’s annual periodic reports to the
Commission[.]” 39 C.F.R. § 3050.11(a). These proceedings fall outside the scope of the
Commission’s annual compliance review, and the commenters are aware of the proper
procedure for filing a petition for a change to a costing methodology. For example, in
Docket No. RM2016-2, UPS petitioned the Commission for three proposed methodological
changes that would have affected cost attribution.24” Two of the proposed methodology
changes would have expanded the range of costs which are attributable to specific
products, and one would have increased the amount that Competitive products must
contribute to the Postal Service’s institutional costs. See id. The Commission rejected UPS’s
first proposal, but in the course of reviewing the proposal, updated its costing methodology
to reflect certain additional inframarginal costs bearing a “reliably identified causal
relationship” to products, classes, or groups. Order No. 3506 at 59-62. Of the other two
proposals, the Commission rejected one after finding that it would not improve the quality,
accuracy, or completeness of the Commission’s existing methodology, and addressed the
other relating to the required appropriate share of contribution for Competitive products

2 see, e.g., Docket No. R74-1, Opinion and Recommended Decision, August 28, 1975, Volume | at 93; Docket No. R76-1, Opinion and

Recommended Decision, June 30, 1976, Volume | at 75-76; Docket No. R84-1, Opinion and Recommended Decision, September 7, 1984,
Volume | at 117; Order No. 3506; Docket No. RM2016-2, Notice of Errata, October 19, 2016 (Docket No. RM2016-2, Notice of Errata); Order No.
4963 at 2.

3 See Nat’l Ass’n of Greeting Card Publishers v. USPS, 462 U.S. 810 (1983).

** pub. Law 109-435, 120 Stat. 3198, 3201, 3205-06 (Dec. 20, 2006) (codified at 39 U.S.C. §§ 3622(c)(2), 3631(b), 3633(a)(2)).

3 See 39 U.S.C. § 3633(a)(3). The Commission reviews and determines Competitive products’ appropriate share of contribution to institutional

costs every 5 years. 39 U.S.C. § 3633(b).

246 See, e.g., Docket No. R74-1, Opinion and Recommendation, August 28, 1975, at 290; Docket No. R76-1, Opinion and Recommended Decision,

June 30, 1976, Volume | at 247-48; Docket No. R77-1, Opinion and Recommended Decision, May 12, 1978, Volume | at 394-99; Docket No. R80-
1, Opinion and Recommended Decision, February 19, 1981, Volume | at 490-94; Docket No. R84-1, Opinion and Recommended Decision,
September 7, 1984, Volume | at 550-53; Docket No. R87-1, Opinion and Recommended Decision, March 4, 1988, Volume | at 714-15; Docket
No. R90-1, Opinion and Recommended Decision, January 4, 1991, Volume | at V.336-40; Docket No. R94-1, Opinion and Recommended
Decision, November 30, 1994, at V.113-15; Docket R97-1, Opinion and Recommended Decision, May 11, 1998, Volume | at 479-80; Docket

No. R2000-1, Opinion and Recommended Decision, November 13, 2000, Volume | at 473; Docket No. R2006-1, Order and Recommended
Decision, February 26, 2007, Volume | at 387-88; Order No. 26 at 73-74; Order No. 1449 at 14-25; Order No. 4963 at 107-167.

*77 see Docket No. RM2016-2, Petition of United Parcel Service, Inc. for the Initiation of Proceedings to Make Changes to Postal Service Costing

Methodologies, October 8, 2015.
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to make towards institutional costs in another docket, which the Commission was required
to separately consider. Order No. 3506 at 105, 123. Order No. 3506 was affirmed by the U.S.
Court of Appeals for the D.C. Circuit.248 The Commission subsequently considered the
appropriate share requirement in Docket No. RM2017-1, and as a result of that review
adopted an improved formula-based approach to determine the appropriate share. See
generally, Order No. 4963. UPS actively participated in that docket and has also been an
active commenter in similar petitions filed by the Postal Service to modify existing costing
methodologies.24?

b. Specific Issues Raised by UPS

UPS features several of the same issues in this docket that it has raised in past ACR dockets
and other Commission proceedings.

As a general matter, UPS states that Competitive products make up 45 percent of the Postal
Service’s “delivery volume by weight,” which it contrasts with the attribution of 18 percent
of the Postal Service’s total costs to Competitive products.z50 This observation is
oversimplified and could be considered misleading because it implies a one-to-one
relationship between weight and cost. Postal costs are not incurred solely on the basis of
weight. The Commission’s cost attribution methodology identifies relationships between
numerous costs and cost drivers, which include mail characteristics such as weight. To the
extent heavier products incur more weight-related costs than lighter products these costs
are attributed using the approved methodologies. Order No. 4402 at 46. In addition,
shippers lower their costs by entering their packages into the Postal Service’s network
closer to the destination, bypassing many of the processing costs. Such packages will incur
disproportionately low costs in comparison to their weight, which will necessarily result in
a greater increase in Competitive products’ share of “delivery volume by weight” than in
Competitive products’ share of attributable costs. This example illustrates that the
difference between these two values is not, as UPS suggests, a demonstration of
misattribution of costs, but instead is an entirely expected result.251

UPS asserts that only 18 percent of the Postal Service’s total costs are attributed to
Competitive products. However, the 18 percent figure cited by UPS is the percentage of
total costs, rather than attributable costs.252 A full 35 percent of the Postal Service’s

8 See UPS v. Postal Reg. Comm’n, 890 F.3d 1053 (D.C. Cir. 2018), petition for cert. filed (U.S. Dec. 26, 2018) (No. 18-853).

9 see, e.g., Docket No. RM2008-6, Costing Methods Used in Periodic Reporting (Proposals Ten and Eleven); Docket No. RM2015-7, Proposed

Change in Analytical Principles (Proposal Thirteen), Docket No. RM2016-12, Proposed Change in Analytical Principles (Proposal Four); Docket
No. RM2017-8, Proposed Change in Analytical Principles (Proposal Four); Docket No. RM2017-9, Proposed Change in Analytical Principles
(Proposal Five); Docket No. RM2017-10, Proposed Change in Analytical Principles (Proposal Six); Docket No. RM2018-2, Revise Periodic
Reporting Requirements; Docket No. RM2018-5, Proposed Change in Analytical Principles (Proposal Two); Docket No. RM2018-6, Proposed
Change in Analytical Principles (Proposal Three); Docket No. RM2018-8, Proposed Change in Analytical Principles (Proposal Five).

0% As calculated by the Commission, 21 percent of total costs were attributed to Competitive products. See PRC-LR—ACR2018/1, Excel file

“Summary_LR1.xlsx,” tab “Appendix A (Incremental Costs),” cells D21 and D&3.

! Many of the Postal Service’s costs are not weight-dependent, so even in the absence of the trend towards increasing use of dropshipping,

the Commission would still not expect “delivery volume by weight” to closely track Competitive products’ share of costs.

%2 See n.12, supra (discussing the Commission’s calculated value of 21 percent instead of 18 percent).
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attributable costs are attributed to Competitive products.z53 This is true despite the fact
that Competitive products make up only 3.9 percent of total volume.2>* The average
attributable cost per piece for Competitive products is $2.73,255 compared to the average
attributable cost per piece of Market Dominant mail, which is $0.19.256 This difference in
attributable cost per piece demonstrates that the costing methodology attributes costs
based on the factors that drive those costs. UPS has consistently advocated in favor of fully-
distributed costing, but given the statutory requirements that costs, to be attributable,
must bear a reliably identified causal relationship to the product, class, or group, not all
costs can be attributed to specific products, classes, or groups.?57 In addition, as the
Commission has discussed in previous dockets, under sound regulatory economic
practices, not all costs should be attributed.258 Therefore, reliance on the proportion of
total costs apportioned to Competitive products is particularly inapt.

(D) [ssues Pertaining to Cost Attribution of Specific
Activities

In addition to its general observations about the attribution of costs for Competitive
products, UPS makes more specific claims regarding the purported under-attribution to
Competitive products of costs incurred by new vehicles, handheld scanners, and parcel
lockers. UPS Comments at 8-11, 13-16.

With regard to vehicle costs, UPS notes the increasing size of delivery vehicles and
observes that there has not been a concomitant increase in the allocation of vehicle related
costs to Competitive products, claiming that, as a result, vehicle costs are under attributed
to Competitive products. See id. at 8-9. UPS points to motor vehicle service personnel,
supplies, and materials, along with vehicle depreciation, as examples of how the new
vehicles are being costed similarly to the older vehicles. Id. at 9. Vehicle costs are attributed
primarily in proportion to delivery costs, which are attributed based on direct labor costs.
Reflective of the variation in size and shape, direct labor costs are much higher for parcels
than other mail items. Consequently, as the number of parcels increases, a greater share of
vehicle costs will be attributed to parcels. See Order No. 4963 at 151-52.

UPS also contends that the costs of handheld scanners are under attributed to Competitive
products. UPS Comments at 13-15. In particular, UPS claims that only 8 percent of
Intelligent Mail Device (IMD) and 9 percent of Mobile Delivery Device (MDD) total
depreciation costs are attributed to domestic Competitive products. Id. at 14. These
calculations are misleading; 15 percent of IMD and 20 percent of MDD attributable

3 See PRC-LR-ACR2018/1, Excel file “Summary_LR1.xlsx,” tab “Appendix A (Incremental Costs),” cells D21 and D78.

»* see PRC-LR-ACR2018/1, Excel file “Summary_LR1.xlsx,” tab “Appendix A (Incremental Costs),” cells B21 and B78.

5 See PRC-LR—ACR2018/1, Excel file “Summary_LR1.xlsx,” tab “Appendix A (Incremental Costs),” cell H21.

6 See PRC-LR—ACR2018/1, Excel file “Summary_LR1.xlsx,” tab “Appendix A (Incremental Costs),” cell H55.
»7 see section 4.E.1.a., supra.

%8 See generally, Order No. 3506; Docket No. RM2016-2, Notice of Errata; Order No. 4402; Order No. 4963.
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depreciation costs are attributed to domestic Competitive products.25? UPS also asserts that
the “low level of competitive product cost attribution does not make sense given the Postal
Service’s own statements to the effect that these devices were purchased to support parcel
delivery.” UPS Comments at 15. UPS is incorrect in asserting that IMD and MDD scanners
are used primarily for tracking package delivery. IMD scanners are used at certain locations
to track the acceptance of all types of mailpieces bearing barcodes, in addition to being
used to track the delivery of packages.260 MDD scanners are used to track service
performance for all types of mailpieces, in addition to being used to track the delivery of
packages.261

UPS also states that the costs associated with parcel lockers are not properly attributed to
Competitive products. It states that the Postal Service appears to be using ordinary
distribution keys for cost attribution rather than attributing the purchase, installation, and
maintenance costs associated with parcel lockers to Competitive products. UPS Comments
at 15. Contrary to UPS’s implication, the use of ordinary distribution keys to attribute costs
for parcel lockers to Competitive products is entirely appropriate. The Postal Service states
that parcel lockers are installed as part of, or adjacent to, Cluster Box Units (CBUs),262 to
which all types of mail are delivered, not only Competitive products. The Postal Service
notes that in previous years parcel lockers were included as part of CBUs and that the
number of such units is a function of the number of delivery points rather than volume,
requiring that they be treated as institutional costs. Id. Recently parcel lockers have
additionally been installed adjacent to already existing CBUs. Id. The Postal Service states
that, as a result, the relationship between parcel volume and equipment costs for parcel
lockers may be shifting, and that it intends to further investigate this issue. See id. The
Commission notes that it was its own inquiry into this potential issue that UPS cited to
support its comment.263 The Commission is monitoring this issue and intends to follow-up
on the Postal Service’s investigation of cost attribution for the installation of parcel lockers.

(2)  Issues Pertaining to Costing Methodology

UPS also identifies several costing methodologies related to peak season: Special Purpose
Routes (SPRs), second runs, two-hour delivery, Competitive assets, and city carrier time

29 5ee Library Reference USPS—FY18-31, December 28, 2018, Excel File “FY18Public.A.xIsx,” tab “CS98.2.” See also section 4.E.1., supra

(discussing the difference between percent of total costs and percent of attributable costs).

% see Suzanne Newman, Intelligent Mail Device (IMD) Full Acceptance Non-Retail System Software (RSS) Sites, October 5, 2017, at 3, 10

(available at: https://postalpro.usps.com/storages/2017-10/IMD%20Full%20Acceptance%20at%20Non-
RSS%20Sites%20External%20Briefing.pdf) (describing use of IMD scanners for acceptance of barcoded mail); United States Postal Service Office
of the Inspector General, Package Delivery Scanning Nationwide, October 27, 2017, at 1 (available at:
https://www.uspsoig.gov/sites/default/files/document-library-files/2017/DR-AR-18-001.pdf) (OIG Scanner Report) (describing use of IMD
scanners for delivery scanning when MDD scanners are unavailable).

%! see Docket No. P12015-1, Library Reference USPS—LR—PI2015-1/8, February 23, 2017, file “Internal SPM Plan blackline.pdf,” at 19-20
(describing use of MDD scanners for service performance tracking); OIG Scanner Report at 1 (describing use of MDD scanners for delivery
scanning).

%2 see Responses of the United States Postal Service to Questions 1-12 of Chairman’s Information Request No. 5, February 5, 2019, question

6.b. (Responses to CHIR No. 5).

%3 See UPS Comments at 15 (citing to Postal Service responses to CHIRs).
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estimates that it claims do not allocate sufficient costs to Competitive products. See UPS
Comments at 5-8,11-13, 16-18, 19-22.

UPS alleges that during the peak holiday season, the Postal Service incurs higher costs due
to a seasonal increase in Competitive product volume, but only a small fraction of these
costs are attributed to Competitive products. UPS Comments at 5-6. As a result, it contends
that the costing methodology should be changed to more closely reflect seasonal trends.
This conclusion by UPS that seasonal trends are not reflected is incorrect. This assertion
overlooks the fact that the Commission’s costing methodology is designed to estimate costs
on an annual basis, so any seasonal differences are captured in the annual totals.
Distribution keys for costs are created on a quarterly basis264—to the extent that parcel
volume is greater in one quarter than in others, the current methodology incorporates and
reflects those data. The Commission also notes that demand for both Competitive and
Market Dominant products increases during peak season, and, as a result, seasonal
increases in costs are not exclusively attributable to Competitive products.26>

For SPRs and second runs, UPS identifies an area where the Postal Service has
acknowledged that existing methodologies have room for improvement.26¢ This issue
pertains to the measurement of time, costs, and volumes associated with second runs, and
the estimation of SPR costs for each product. UPS contends that these second run data
should be better measured and the SPR cost model should be updated. The Commission
recently approved a methodological change to more accurately assess workhours on all
types of delivery routes and the Commission continues to monitor these issues. See Order
No. 4399.

Regarding 2-hour delivery, UPS notes the Postal Service’s intention to expand the service,
but observes that cost attribution for this expansion remains unknown. UPS Comments at
16. The Commission notes that a similarly time sensitive feature, same-day delivery, is
offered through Competitive NSAs.267 The Commission reviews such agreements under 39
U.S.C. § 3633(a) and 39 C.F.R. § 3015.5. In its review process, the Commission closely
scrutinizes such agreements to ensure that costs incurred by special features, such as
same-day delivery, are attributed to those individual agreements, and thus to Competitive
products.

For its claims pertaining to Competitive assets, UPS notes that only $1.8 million of total net
assets and liabilities are assigned to the Competitive Products Fund despite Competitive
products producing $23 billion in revenue. See UPS Comments at 16. This comparison is
not relevant. The Commission’s rules require the Postal Service to separately identify all

4 see Library Reference USPS—FY18-37, December 28, 2018, file “usps-fy18-37.preface.pdf,” at 6.

% See United States Postal Service, Postal Service Econometric Estimates of Demand Elasticity for All Postal Products, FY 2018, January 28,

2019.

¢ UPS Comments at 11-12 (citing to Postal Service responses to CHIRs).

*7 See, e.g., Docket Nos. MC2018-149 and Docket No. CP2018-215.
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assets used solely for the provision of Competitive products. 39 C.F.R. § 3060.12(a). The
Postal Service has identified $1.8 million of net assets used strictly for Competitive
products. However, the Commission’s rules also require the Postal Service to identify an
additional portion of overall assets and liabilities to assign to Competitive products, based
on the ratio of Competitive product revenue to total revenue.?8 The latter allocation
includes $8.7 billion in assets assigned to Competitive products, far more than UPS
asserts.269

Finally, UPS identifies two issues relating to city carrier street time that it characterizes as
“outstanding” and that warrants the Commission’s attention. UPS Comments at 19. First,
UPS identifies the continued need for an alternative approach to measuring city carrier
street time variability. Id. at 20. Second, UPS claims to identify a seasonal bias in the route
evaluations used to estimate city carrier street time that results in underestimating
Competitive product costs. Id. at 21. For the first issue, related to Docket No. RM2015-7, the
Commission is continuing to investigate the potential for an alternative approach to
estimating city carrier street time variability. To that end, the Commission recently
instructed the Postal Service to collect and report data on a quarterly basis.2”? For the
second issue, UPS misconstrues the Commission’s conclusions in Docket No. RM2017-8. In
that docket the Commission determined that because the Postal Service diverts packages
from letter routes to SPRs during peak season to accommodate increased letter and
package volume, it is unclear that any potential seasonal bias in sampling letter routes will
under attribute costs to Competitive products.2’1 As such, UPS is incorrect when it
definitively claims that “[the Commission] underestimates the proportions that are
allocated to parcels.” See UPS Comments at 21-22.

(3) Conclusion

In addition to being outside the scope of the ACD, UPS’s comments present a
misunderstanding of the approved costing methodologies.

2. Other Comments

ACI argues that parcels now account for 50 percent of delivery weight, so Competitive
products should be expected to support most of the capital expenditures and depreciation
associated with last-mile delivery vehicles. ACI Comments at 2-3. ACI concurs with a recent
report issued by a Presidential Task Force recommending that the Postal Service’s

%% 39 C.F.R. § 3060.12(c) requires the Postal Service to identify assets that are not used solely for either Market Dominant or Competitive

products, and to assign to the theoretical Competitive product enterprise a portion of such assets “using a method of allocation based on
appropriate revenue or cost drivers approved by the Commission.” In Docket No. RM2009-9, the Commission approved a methodology for
allocating such assets based on the ratio of Competitive product revenue to total revenue. See Docket No. RM2009-9, Order Establishing
Methodology for the Allocation of Assets and Liabilities of the Competitive Products Enterprise, June 25, 2010 (Order No. 479).

9 YSPS—FY18-39, file “USPS-FY18-39.Preface.CPF.Report.pdf,” at table 4.

270

See Docket No. P12017-1, Interim Order, November 2, 2018 (Order No. 4869).

7! Docket No. RM2017-8, Order on Analytical Principles Used in Periodic Reporting (Proposal Four), December 1, 2017, at 19-20 (Order No.

4259).
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Competitive product balance sheet be fully separated from its Market Dominant balance
sheet and that the Postal Service be required to implement fully allocated costing.272

TPA claims that NSAs are required by 39 U.S.C. § 3622(c)(10) to “[iJmprove the net
financial position of the Postal Service” or “[e]nhance the performance of operational
functions.”273 TPA further claims that the Commission “implicitly assumed that packages
only contributed 5.5 percent of [institutional] costs,” rising to 8.8 percent in 2019, and that
as a result the Commission’s calculations show that Competitive products are profitable
“despite losing the agency a significant amount of money.”274

Other commenters disagree that current costing methodologies are flawed, and contend
that this docket is not the appropriate forum for proposing changes to those
methodologies.

Amazon states that UPS’s comments amount to a restatement of past disagreements with
Commission approved costing methods. Amazon Reply Comments at 1. Amazon describes
UPS’s evidence as anecdotal, and points out that the Commission’s process for proposing
changes to its cost models are “well-established and transparent.” Id. at 2. Amazon urges
the Commission to find that Competitive products are in compliance with all statutory
requirements. Id. at 6.

PSA states that current approved cost methodologies already capture the increasing
volume shift towards Competitive products, and thus that UPS’s claim otherwise is based
on a misunderstanding of those methodologies. PSA Reply Comments at 1-2. PSA notes that
the Commission “regularly reviews and approves changes to methods that have been
shown to improve the accuracy of Postal Service cost estimates,” identifying 45 approved
changes in the last 5 years. Id. at 2.

The Postal Service notes that “[a]lthough [TPA] questions the wisdom of the Postal
Service’s overall strategy for competitive NSAs and other contracts, TPA does not contend
that those agreements violate Section 3633 or any other relevant provisions.” Postal
Service Reply Comments at 16. The Postal Service also notes that the Commission has
“declined to address criticisms of cost attribution and allocation methodologies in past
annual compliance reviews.” Id. at 15.

None of these commenters raise issues that call into question the Commission’s compliance
determinations. At most, the commenters have pointed to specific aspects of the cost

772 1. at 3 (citing United States Postal Service, A Sustainable Path Forward, Report from the Task Force on the United States Postal System,

December 2018 (available at: https://home.treasury.gov/system/files/136/USPS_A_Sustainable_Path_Forward_report_12-04-2018.pdjf).

3 TpA Comments at 1. The Commission notes that 39 U.S.C. § 3622 applies only to Market Dominant NSAs. See 39 U.S.C. § 3622. Competitive

NSAs are instead governed by 39 U.S.C. § 3633, which specifies different statutory requirements. See 39 U.S.C. § 3633.

7% TPA Comments at 1-2. The Commission notes that it directly calculates the share of institutional costs contributed by Competitive products

rather than assuming that such products contribute only the required minimum. See section 4.D., supra.
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models that the Commission has previously resolved or is already working to improve. The
Commission values and invites participation in the appropriate dockets where such
improvements are properly considered.
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CHAPTER 5: SERVICE PERFORMANCE

A. Service Performance Results

1. Introduction

Each year, the Postal Service must report?’> on each Market Dominant product’s “level of
service (described in terms of speed of delivery and reliability).” 39 U.S.C.

§ 3652(a)(2)(B)(i). Speed of delivery is evaluated based on the mailpiece reaching its
destination within a given service standard. FY 2016 ACD at 90. The Postal Service defines
service standards as “[s]tated delivery performance goals for each mail class and product
that are usually measured by days for the period of time taken by [the Postal Service] to
handle the mail from end-to-end (that is, from the point of entry into the mailstream to
delivery to the final destination).”276 Reliability refers to consistency of delivery.

To evaluate annual service performance for each Market Dominant product, the
Commission compares the percentage of mailpieces that achieve the stated service
standard against targets established by the Postal Service.277

The products listed in Table V-1 met or exceeded their annual service performance targets
for FY 2018.

73 «for each product that does not meet a service standard, [the Postal Service’s report must include] an explanation of why the service

standard is not met, and a plan describing the steps that have or will be taken to ensure that the product meets or exceeds the service standard
in the future.” 39 C.F.R. § 3055.2(h); see 39 U.S.C. §§ 3652(d), (e).

7% United States Postal Service Publication 32, Glossary of Postal Terms, July 2013 (available at:

http://about.usps.com/publications/pub32/pub32_terms.htm). “Established service standards also include destination entry standards for mail
entered by the mailer at or near a postal destination facility. A separate set of standards is established for noncontiguous states such as Alaska
and Hawaii and territories such as American Samoa and Guam.” /d.

7 FY 2016 ACD at 90. On an annual basis, the Commission compares a product’s on-time delivery with the delivery target established by the

Postal Service. For Special Services, the Commission evaluates performance data from metrics developed by the Postal Service applicable to
each product. /d. at 90 n.148. In this ACD, as in past years, the Commission uses the Postal Service’s targets because they are a reasonable basis
for assessing performance.



Docket No. ACR2018 -128-

Table V-1
Market Dominant Products That Met or Exceeded Annual Service Performance Targets,
FY 2018
Class Product

First-Class Mail

e High Density and Saturation Letters

USPS Marketing Mail
e Parcels

Periodicals

Package Services e  Bound Printed Matter Parcels

e Ancillary Services

e International Ancillary Services
e Money Orders

e  Stamp Fulfillment Services

Special Services

The products listed in Table V-2 did not meet their targets for FY 2018.

Table V-2
Market Dominant Products That Failed to Meet Annual Service Performance Targets,
FY 2018
Class Product

e Single-Piece Letters/Postcards (2-Day; 3-5-Day)

e Presorted Letters/Postcards (Overnight; 2-Day; 3-
5-Day)

e  Flats (Overnight; 2-Day; 3-5-Day)

e  Outbound Single-Piece International (Combined)

e Inbound Letter Post (Combined)

First-Class Mail

e High Density and Saturation Flats/Parcels
e Carrier Route

USPS Marketing Mail e letters

e Flats

e Every Door Direct Mail (EDDM) - Retail

e [n-County

Periodicals ]
e  Qutside County

e  Bound Printed Matter Flats

Package Services
8 e  Media Mail/Library Mail

Special Services e  Post Office Box Service

In the service performance results section of this Chapter, after a summary of the systems
the Postal Service uses to measure service performance, the Commission discusses the
Postal Service’s responses to the directives related to First-Class Mail Single-Piece
Letters/Postcards. The Commission then analyzes the Postal Service’s FY 2018 service
performance results by class of mail.
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2. Measurement Systems

The Postal Service uses a variety of measurement systems to measure service performance
for Market Dominant products. The Postal Service began reporting service performance
results for most Market Dominant products in the third quarter of FY 2011.

Table V-3 identifies each system used to measure those products reported in the Postal
Service’s Annual Service Performance Report for FY 2018. In Table V-3, and the discussion
that follows, the Commission uses the following acronyms and abbreviations: EXFC for
“External First-Class Measurement,” iMAPS for “Intelligent Mail Accuracy and Performance
System,” IMb for “Intelligent Mail barcode,” IMMS for “International Mail Measurement
System,” PTR for “Product Tracking and Reporting System,” and SASP for “Seamless
Acceptance and Service Performance.”

Table V-3
Service Performance Measurement Systems, FY 2018

Single-Piece Presorted

Letters Flats Parcels Letters Flats Parcels
First-Class Mail EXFC EXFC N/A* iMAPS iMAPS N/A
Periodicals N/A iMAPS iMAPS N/A
USPS Marketing N/A iIMAPS iIMAPS PTR
Mail
Package Services N/A PTR N/A iMAPS PTR
International
Mail™* IMMS Proxy Proxy N/A
Special Services Custom-designed internally based measurement systems

* Effective September 3, 2017, the retail (single-piece) price category of First-Class Mail Parcels was transferred from the Market Dominant
product list to the Competitive product list by the addition of identical services to the existing First-Class Package Service competitive product.
Docket No. CP2017-230, Order Approving Price Adjustment for First-Class Package Service Product, August 9, 2017, at 4 (Order No. 4032).

** For single-piece international mailpieces that are flat- or parcel-shaped, the Postal Service reports relying on proxy data because the affected
categories of mail represent a low proportion of volume and receive the same domestic-leg processing as their domestic analogs. Library
Reference USPS—FY18-29, December 28, 2018, file “FY18-29 Service Performance Report.pdf,” at 3 (FY 2018 Service Performance Report). The
EXFC measurement for domestic single-piece First-Class Mail Flats serves as a proxy for flat-shaped Outbound Single-Piece First-Class Mail
International and Inbound Letter Post. /d. USPS Tracking® data serves as a proxy for parcel-shaped Inbound Letter Post. /d.

Source: FY 2018 Service Performance Report at 1-3, 9-11, 14, 16-18, 21-22; USPS-FY18-29, file “FY18-29 Methodologies Report.pdf” (FY 2018
Methodologies Report); Docket No. PI12018-2, United States Postal Service Response to Order No. 4872, December 10, 2018 (Docket No.
P12018-2 Postal Service Response to Order No. 4872), file “3055.5LetterAtt2(RevPlan)Updates.pdf,” at 11-12, 98-100 (December 10, 2018 Postal
Service Service Performance Measurement Plan).

N/A — Not applicable
a. External First-Class Measurement System (EXFC)

EXFC is a sampling system managed by an independent contractor. Delivery performance is
measured from the street collection box to the delivery mailbox. FY 2018 Service
Performance Report at 1. When evaluating delivery performance, test mailers record the
time they place First-Class Mail in the collection box. The pieces are deposited before the
last collection-time for the collection box. Those test mailpieces are sent to a nationwide
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panel of receivers who record when each is delivered. Actual transit time is then compared
against First-Class Mail service standards. EXFC provides quarterly service performance
measurement scores at the area and district levels.

b. Intelligent Mail Accuracy and Performance System
(iIMAPS)

iMAPS provides an end-to-end service performance measurement by using documented
mail arrival time at a designated postal facility to start a measurement clock and an IMb
scan by an external, third-party reporter to stop the clock. The measurement involves two
distinct steps. The Postal Service obtains processing times based on IMb scans reported
through the SASP system. SASP uses data provided by commercial mailers with Full-Service
Intelligent Mail, such as acceptance time, payment, and verification, to enable the Postal
Service to monitor service delivery and overall performance.2’8 Information collected also
helps to determine address accuracy, verify the quality of mail preparation, and track
individual pieces as they move through the mail system.

Throughout FY 2018, SASP captured data from all Full-Service Intelligent Mail. FY 2018
Service Performance Report at 9, 14. This is combined with a last mile factor that is
developed through scans by third-party reporters upon receipt of the mail. Service
performance is measured by comparing the overall transit time to the service standards to
determine the percentage of mail delivered on time.

C. Product Tracking and Reporting System (PTR)

The Postal Service measures service performance for parcels using PTR, a system that
“measures transit time from the time of mailing until the time of delivery for parcels for
with USPS Tracking® service.” Id. at 10. PTR is based on over-the-counter and delivery
confirmation scans of retail products, as well as barcode scans of parcels that utilize the
Postal Service’s tracking service.2’? PTR uses the scan data to track a package from
acceptance (start-the-clock) through delivery (stop-the-clock). See id.

d. International Mail Measurement System (IMMS)

Based on a system similar to EXFC, IMMS measures the domestic leg of transit time for
international mail. FY 2018 Service Performance Report at 2. It measures the time between
the domestic collection point and the outbound international service center for outbound
letters and between the inbound international service center and the domestic delivery
point for inbound letters. Id.

778 United States Postal Service, Guide to Seamless Acceptance, Version 2.1, June 2015 (available at: http://postalpro.usps.com/storages/2016-

12/657_GuidetoSeamlessAcceptance.pdf).

7® Docket No. ACR2016, Responses of the United States Postal Service to Questions 2-4 and 7-13 of Chairman’s Information Request No. 16,

February 17, 2017, question 3.
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e. Intelligent Mail Barcode (IMb)

In Quarter 3 of FY 2011, the Postal Service began using IMbs to measure service
performance for USPS Marketing Mail, Periodicals, Bound Printed Matter (BPM) Flats, and
some First-Class Mail products. The Postal Service currently offers two barcode options for
mailers: Basic and Full-Service. The Basic option allows mailers to utilize IMbs for their
mailpieces without the added benefit of accounting for each unique piece.280

The Full-Service feature allows the mailer to identify unique mailpieces throughout the
mailstream, and to receive start-the-clock notifications, discounts, and automated address
corrections. Id. Only the Full-Service feature provides the data needed to measure service
performance. Mailers are required to prepare mail with IMbs and submit electronic mailing
information listing IMbs used. Mail is verified to ensure it meets mail preparation criteria.
Mail that does not meet mail preparation requirements is excluded from service
performance measurement. Id.

Generally, the percentage of mailpieces measured by IMb increased for most mail classes
since 2015. Figure V-1 illustrates this trend, showing the percentage of First-Class Mail,
USPS Marketing Mail, Periodicals, and Package Services?81 volume measured by IMb since
FY 2015.

0 Jnited States Postal Service, Overview to Intelligent Mail - Basic Service, August 2012 (available at:

http://ribbs.usps.gov/intelligentmail_guides/documents/tech_guides/OverviewintelligentMailBasicService.pdf).

81 BpM Flats is the only Package Services product measured using IMb. FY 2018 Service Performance Report at 17-18. The remaining Package

Services products are measured using PTR. /d. at 17.


http://ribbs.usps.gov/intelligentmail_guides/documents/tech_guides/OverviewIntelligentMailBasicService.pdf
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Figure V-1
Nationwide Market Dominant Mail Measured by Full-Service IMb,
by Percentage, by Quarter, FY 2015-FY 2018
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Source: January 11 Responses to CHIR No. 1, question 49; FY 2015 through FY 2018 United States Postal Service Quarterly Service
Performance Reports, First-Class Mail, USPS Marketing Mail, Periodicals, and Package Service Scores Reports are available at:
http.//www.prc.gov/documents/quarterly-performance; Library Reference USPS—FY18-42, December 28, 2018; Docket No. ACR2017,
Library Reference USPS—FY17-42, December 29, 2017; Docket No. ACR2016, Library Reference USPS—FY16—-42, December 29, 2016;
Docket No. ACR2015, Library Reference USPS—FY15-42, December 29, 2015.

District-level measurement. The Postal Service measures service performance at the district
level. These data are aggregated to the area level and then aggregated again to report
nationwide service performance results.282 In order to be representative of the nation as a
whole, the nationwide service performance results for each product should include data
from all districts. Prior concerns expressed by the Commission with regard to the lack of
reporting data from all districts283 appear to have been addressed, with the vast majority of
districts now reporting statistically meaningful results for all products and service
standard levels.

%82 See United States Postal Service Quarterly Service Performance Reports Quarters 1-4 of FY 2018 (available at:

http.//www.prc.gov/dockets/quarterly-performance).

8 See, e.g., FY 2015 ACD at 98-99.


https://www.prc.gov/dockets/quarterly-performance
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Pieces excluded from measurement. The Commission continues to monitor the issue of
mailpieces excluded from measurement. See, e.g., FY 2015 ACD at 99-102; FY 2016 ACD at
96-99; FY 2017 ACD at 103-06. During FY 2016, the Commission issued an order enhancing
the reporting of service performance measurement data.28 Among other things, this order
required the Postal Service to begin providing regular, detailed information concerning
mailpieces included and excluded from measurement, as well as the reasons mailpieces are
excluded from measurement. Order No. 3490 at 28-35.

In general, the more mail that is measured, the more representative, accurate, and reliable
such measurements will be. Table V-4 contains Postal Service data regarding the
percentage of mail in measurement, the percentage of mail entered as Full-Service IMb and
included in measurement, and the percentage of mail entered as Full-Service IMb and
excluded from measurement.28> Table V-4 also shows that the percentage of mail in
measurement increased each fiscal year from FY 2015 to FY 2018, for nearly all measured
products.286 Generally, this increase corresponds to a decrease in the percentage of Full-
Service IMb mail excluded from measurement.287

4 see Docket No. PI2016-1, Order Enhancing Service Performance Reporting Requirements and Closing Docket, August 26, 2016 (Order No.

3490).

% The formula for the percentage of mail in measurement is mail that is measured / total mail. The formula for the percentage of mail

processed at Full-Service IMb prices and included in measurement is Full-Service IMb mail measured / total Full-Service IMb mail. The formula
for the percentage of mail entered as Full-Service IMb mail and excluded from measurement is Full-Service IMb mail excluded from
measurement / total Full-Service IMb mail.

8 For USPS Marketing Mail Every Door Direct Mail—Retail, the percentage of mail in measurement decreased slightly (0.04 percentage points)

from FY 2017 to FY 2018.

7 For First-Class Mail Flats and BPM Flats, the percentage of mail in measurement increased slightly from FY 2016 to FY 2017; however, for

that same period, the percentage of Full-Service IMb mail excluded from measurement also increased. Similar results were observed for First-
Class Mail Flats from FY 2017 to FY 2018. An increase in both categories was also reported for USPS Marketing Mail Carrier Route from FY 2017
to FY 2018 because data were collected for only 3 quarters in FY 2017 versus 4 quarters in FY 2018. Responses to CHIR No. 6, question 5.
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Table V-4
Mail in Measurement and Excluded from Measurement,
by Percentage, FY 2015-FY 2018

Percentage of mail in

Percentage of mail entered at Percentage of mail processed as

Full-Service IMb prices and Full-Service IMb, but excluded
measurement . .
included in measurement from measurement
FY FY FY FY FY FY FY FY FY FY FY FY
2015 2016 2017 2018 2015 2016 2017 2018 2015 2016 2017 2018
First-Class Mail
Presorted | o) 2 | 625 | 649 | 672 | 602 | 702 | 722 | 740 | 398 | 208 | 27.8 | 260
Letters/Postcards
Flats 12.8 54.1 54.5 56.1 54.2 72.4 69.6 69.0 45.8 27.6 30.4 31.0
USPS Marketing Mail
High Densityand | "o o | 635 | 725 | 756 79.0 | 80.8 210 | 19.2
Saturation Letters
High Density and
Saturation 21.9 36.6 37.4 37.7 Data Not 60.4 68.1 Data Not 39.6 31.9
Flats/Parcels Available Available
Carrier Route 53.8 69.6 72.4 73.2 79.7 76.9 20.3 23.1
Letters 56.0 69.1 72.6 76.0 80.8 82.8 19.2 17.2
Flats 45.0 59.0 61.4 64.6 73.9 76.8 26.1 23.2
Every Door Direct .
Mail-Retail 28.0 63.2 63.9 63.9 Not Applicable
Parcels | 30.4 44.5 45.1 50.9 Data Not Available
Total USPSMarkel\t/'l:ﬁ 503 | 638 | 667 | 692 | 652 | 767 | 792 | 812 | 348 | 233 | 208 | 188
Periodicals
Data
Not
In- 7.4 7. .
n-County Availa ? 9.9 Data Not Available
ble
Outside County | 46.7 57.0 60.9 62.0
Total Periodicals | 42.7 | 52.4 | 558 | 56.7 | 616 | 681 | 712 | 715 | 384 | 319 | 288 | 285
Package Services
BoundPrinted Matter |1 | 4114 | 118 | 140 | 382 | 435 | 426 | 455 | 618 | 565 | 57.4 | 545

Flats

Note: The total number of Full-Service IMb pieces was unavailable at the product level for USPS Marketing Mail in FY 2017 Quarter 1. Therefore, the FY
2017 percentage of mail entered at Full-Service IMb prices and included in measurement and percentage of mail processed as Full-Service IMb but
excluded from measurement for each USPS Marketing Mail product are based on the data from FY 2017 Quarter 2 to FY 2017 Quarter 4. Docket No.
ACR2017, Responses of the United States Postal Service to Questions 1-8 of Chairman’s Information Request No. 11, February 7, 2018, question 8 (Docket
No. ACR2017 Responses to CHIR No. 11).

Source: January 11 Responses to CHIR No. 1, question 50; FY 2017 ACD at 104.
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The Postal Service lists four main reasons why mailpieces are excluded from
measurement.288 First, “No Start-the-Clock” occurs when the Postal Service lacks a
container unload scan or is unable to identify the Facility Access and Shipment Tracking
(FAST) appointment associated with the container. Id. Without an initial scan or an
identified FAST appointment, the Postal Service cannot decipher when the measuring
process should begin and therefore excludes these mailpieces from measurement. See FY
2017 ACD at 105.

Second, “Long Haul” occurs when a mailpiece verified at a Detached Mail Unit (DMU) is
transported by the Postal Service to a mail processing facility in a different district than the
DMU. Docket No. PI2016-1 Responses to CHIR No. 1, question 4. The Postal Service
considers this an operational failure because it results in a loss of visibility of the mailpiece.
See FY 2017 ACD at 105.

Third, “No Piece Scan” occurs when no automation scan is reported for the mailpiece.
Docket No. PI2016-1 Responses to CHIR No. 1, question 4. The Postal Service excludes
these mailpieces from measurement due to incomplete data. See FY 2017 ACD at 105.

Fourth, “Invalid Entry Point for Discount Claimed” occurs when the discount Entry Point
claimed by the mailer in electronic documentation (eDoc) is invalid for the entry point and
destination of the mailpiece. Docket No. PI2016-1 Responses to CHIR No. 1, question 4. The
Postal Service excludes this mail from measurement due to invalid data. See FY 2017 ACD
at 105.

Table V-5 displays the top two reasons that a mailpiece from a given class was excluded
from measurement in FY 2018, and the corresponding percentages, disaggregated by
quarter for FY 2017 and FY 2018. The main reasons referenced in FY 2018 are consistent
with those referenced in prior years.

8 See Docket No. PI2016-1, Responses of the United States Postal Service to Questions 1 Through 5 of Chairman’s Information Request No. 1,

May 3, 2016, question 4, Excel file “Attach.USPS.Resp.ChIR1.Q4.xlsx,” tab “4. Exclusion Reason Breakdown” (Docket No. PI2016-1 Responses to
CHIR No. 1).
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Table V-5

Reasons for Mailpiece Exclusions, by Percentage, by Quarter, FY 2017-FY 2018

Class/Reason FY2017 | FY2017 | FY2017 | FY2017 | FY2018 | FY2018 | FY2018 | FY 2018
Ql Q2 Q3 Q4 Ql Q2 Qa3 Q4
First-Class Mail
No Start-the-Clock 43.81 37.08 35.07 36.18 29.47 35.50 32.15 29.22
Long Haul 31.93 36.92 40.51 40.89 40.72 38.80 41.57 41.31
USPS Marketing Mail
No Start-the-Clock 43.83 42.06 44.76 43.46 39.59 46.54 44.54 40.34
No Piece Scan 32.75 30.11 29.09 29.40 36.97 35.45 35.08 33.10
Periodicals
No Piece Scan 55.38 56.25 58.38 56.54 60.31 60.58 61.97 62.61
No Start-the-Clock 16.83 16.12 15.71 15.50 12.67 15.34 13.82 12.93
Package Services
No Piece Scan 53.93 61.91 68.32 71.46 75.61 79.58 77.93 78.13
Invalid Entry Point for | 1954 16.10 21.33 14.18 18.30 9.11 10.24 15.74
Discount Claimed

Source: United States Postal Service, Quarterly Service Performance Report, Quarter 4, November 9, 2018, Excel file
“AttachA_ExclusionReasonBreakdown_FY18_Q4.xlsx,” tab “Exclusions;” United States Postal Service, Quarterly Service Performance Report,
Quarter 4, November 9, 2017, Excel file “ExclusionReasonBreakdownFY17Q4.xIsx,” tab “Exclusions.”

f. Approved Changes to Measurement Systems, Effective
FY 2019 Quarter 1

On July 5, 2018, the Commission approved the Postal Service’s proposal to use internal
service performance measurement systems to generate data to fulfill the statutory and
regulatory requirements for service performance measurement of several Market
Dominant products, beginning in FY 2019, Quarter 1.28° This approval was conditioned
upon the Postal Service continuing its external auditing program, including filing each audit
report with the Commission within 60 days of each applicable reporting quarter. Order No.
4697 at 67. Also, the first annual compliance report based on data from the internal service
performance measurement systems must contain an explanation of any significant
discrepancies between the new versus legacy systems, where appropriate. Id. Moreover,
where appropriate, the Postal Service shall propose a method of comparing new versus
legacy data. Id.

% pDocket No. PI2015-1, Order Approving Use of Internal Measurements Systems, July 5, 2018, at 66-67 (Order No. 4697). The Commission

resolved the Postal Service’s motion for clarification of Order No. 4697. Docket No. PI2015-1, Errata to Order No. 4697, August 21, 2018.
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Specifically, data generated from the internal systems will replace data generated by the
legacy EXFC system for First-Class Mail Single-Piece Letters/Postcards and single-piece
First-Class Mail Flats. Id. at 17-19. The internal systems measure service performance for
these mailpieces in three independent segments: First Mile (measures the time from
collection to the first mail processing operation); Processing Duration (measures the time
between the first processing operation to the last processing operation); and Last Mile
(measures the time between the last processing operation and final delivery).290

Additionally, data generated from the internal system for measuring the Last Mile segment
will replace data generated by the legacy system of using external, third-party reporters to
record delivery (via an IMb scan) of First-Class Mail Presorted Letters/Postcards, presort
First-Class Mail Flats, Periodicals, USPS Marketing Mail letter-shaped and flat-shaped
pieces, and BPM Flats.291

On November 5, 2018, the Commission conditionally approved modifications to the Postal
Service Market Dominant service performance measurement systems.292 This approval was
conditioned upon the Postal Service making certain corrections to its documentation, or
providing explanations for why those corrections were not necessary. Order No. 4872 at 2.
In response to Order No. 4872, the Postal Service provided narrative explanations and the
December 10, 2018 Postal Service Service Performance Measurement Plan.2%3 On
December 27, 2018, the Commission issued an order acknowledging that the Postal Service
had satisfied the directives appearing in Order No. 4872 and provided instructions
concerning future filings.2%

0 14, Mailpieces for which the first processing scan is the same event as the last processing scan may be included in measurement of

Processing Duration. /d. at 19 n.40.

114, at 21; see December 10, 2018 Postal Service Service Performance Measurement Plan at 11-12, 98.

2 Docket No. PI2018-2, Order Conditionally Approving Modifications to Market Dominant Service Performance Measurement Systems,

November 5, 2018 (Order No. 4872).

3 pocket No. PI2018-2 Postal Service Response to Order No. 4872. A chart identifying the revisions to the plan, a clean version of the plan, and

a redline version of the plan were filed as Attachments 1 through 3, respectively.

294

Docket No. PI2018-2, Order Closing Docket, December 27, 2018, at 2 (Order No. 4945).
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3. The Postal Service’s Responses to the Directives
Related to First-Class Mail Single-Piece
Letters/Postcards

a. Introduction
(1)  Procedural Background

In FY 2015, service performance results for First-Class Mail Single-Piece Letters/Postcards
declined more rapidly than in prior fiscal years—particularly for the 3-5-Day service
standard category. FY 2015 ACD at 132. This decline was especially concerning because
“[f]or the first time since the Postal Service began reporting service performance of all
Market Dominant mail products, no First-Class Mail product met or exceeded its service
performance target[].” Id. at 131.

In the FY 2015 ACR and in responses to CHIRs, the Postal Service identified issues
surrounding the FY 2015 results and reported that it would continue its existing
remediation strategy, which involved using root cause failure analysis to identify
problematic facilities and rectify operational issues. Id. at 136. The Commission noted
several concerns, including the absence of (1) a link between the use of root cause
diagnostic tools with Postal Service actions to improve service performance and (2) a
quantitative link between the issues identified by the Postal Service with service
performance results. Id.

Determining that First-Class Mail Single-Piece Letters/Postcards was not in compliance in
FY 2015, the Commission issued directives to promote improvement and gain better
visibility into the remediation strategy reported by the Postal Service. Id. at 136-38. These
directives included the Postal Service providing, within 90 days of the issuance of the FY
2015 ACD, “a detailed, comprehensive plan” along with specific data. Id. at 138. The
Commission also directed the Postal Service to “provide an explanation in the FY 2016 ACR
detailing specific efforts targeted to improve service performance results for First-Class
Mail Single-Piece Letters/Postcards in FY 2016.” Id.

The Postal Service’s responses to these directives described available data and enhanced
technology.2?> The Postal Service reported using these tools to identify and correct local
deficiencies in FY 2016 and indicated that it would continue these actions in FY 2017.2%
Several CHIRs were issued to obtain data and explanations to enable the Commission’s
evaluation of this course of action.

5 pocket No. ACR2015, Second Response of the United States Postal Service to Commission Requests for Additional Information in the FY 2015

Annual Compliance Determination, June 27, 2016, Service Improvement Plan (Docket No. ACR2015 Service Response).

296

Docket No. ACR2016, Library Reference USPS—FY16-29, December 29, 2016, file “FY16-29 Service Performance Report.pdf,” at 9 (FY 2016
Service Performance Report).
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In FY 2016, the results for First-Class Mail Single-Piece Letters/Postcards improved. FY
2016 ACD at 130. However, the results remained below target and the Commission
remained concerned that results did not return to the level reported before FY 2015. Id. at
133. Determining that First-Class Mail Single-Piece Letters/Postcards was not in
compliance in FY 2016, the Commission directed the Postal Service to provide FY 2017
results for many of the same data sets that the Postal Service had provided for FY 2015 and
FY 2016. Id. at 133-35.

In FY 2017, the Postal Service’s provision of data and robust narrative explanations in
response to these directives and follow-up CHIRs improved visibility into service
performance and the Postal Service’s remediation strategy.2°” The Commission found that
these data, provided consistently year over year, may increase the accuracy of evaluating
what actions contribute to improving service performance results and the relative
significance of those actions and improvements. FY 2017 ACD at 108.

Additionally, the FY 2017 results for First-Class Mail Single-Piece Letters/Postcards
increased relative to FY 2016. FY 2017ACD at 147. Although the Commission recognized
that 2 consecutive years of improvement was “encouraging,” the Commission remained
concerned that results did not return to the level reported before FY 2015. Id. Determining
that First-Class Mail Single-Piece Letters/Postcards was not in compliance in FY 2017, the
Commission directed the Postal Service to provide FY 2018 results for many of the same
data sets that the Postal Service had provided for FY 2015 through FY 2017. Id. at 147-49.
These data and additional data responsive to CHIRs were provided by the Postal Service.2%8

Below, the Commission provides operational background to explain how the Postal
Services uses its root cause diagnostic tools to monitor and quantify the impact of a First-
Class Mail Single-Piece Letter/Postcard’s failure to complete certain actions occurring
within the five processing phases.

(2)  The Five Processing Phases and the Root Cause
Indicators

Generally, the mail flow for a First-Class Mail Single-Piece Letter/Postcard involves five
processing phases. First, the Collections/First Mile phase refers to the pickup from the
collection box, initial transport, and cancellation processing at the origin facility. Second,

7 see, e.g., Docket No. ACR2016, Responses of the United States Postal Service to Questions 1-4 of Chairman's Information Request No. 33,

December 28, 2017, Excel file “CHIR.33.Qs.2.3.Data.xIsx” (December 28, 2017 Public File); Docket No. ACR2017, Library Reference USPS—FY17—
29, December 28, 2018, Excel file “Response2 - ACD.FCM.FY17Q3Q4.pub.xIsx” (December 29, 2017 Public File); Docket No. ACR2017, Responses
of the United States Postal Service to Questions 1-19 of Chairman’s Information Request No. 2, January 17, 2018 (Docket No. ACR2017 January
17 Responses to CHIR No. 2), question 7.a., Excel file “ChIR.2.Q7.24 Hour Clock.xlsx” (24-Hour Clock Results File FY 2017); Docket No. ACR2017
Responses to CHIR No. 11, question 4, Excel file “CHIR No. 11 Response Q4.xlIsx” (24-Hour Clock Results File FY 2015-FY 2016).

%8 See, e.g., USPS—FY18-29, Excel file “ACD.FCM.FY18Q3Q4.public - vO1.xIsx” (FY 2018 Root Cause File); January 11 Responses to CHIR No. 1,
questions 20-50, Excel file “ChIR.1.Multiple.Responses.xIsx” (Additional Results File); January 28 Responses to CHIR No. 3, questions 10-11;
Responses to CHIR No. 6, questions 1-2; Responses to CHIR No. 11, question 9; Docket No. ACR2017, Second Response of the United States
Postal Service to Commission Requests for Additional Information in the FY 2017 Annual Compliance Determination, June 27, 2018, Excel file
“ACD.FCM.FY18Q1Q2.Public.xlsx.”
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the origin processing phase refers to the initial sortation(s) and subsequent assignment to
ground or air transportation. Third, the transit phase refers to when a mailpiece travels by
ground or air transportation to destination processing facilities. Fourth, the destination
processing phase refers to the sortation(s) for delivery. Fifth, the Delivery/Last Mile phase
refers to the final phase where the carrier delivers the mailpiece.

Figure V-2 depicts the Postal Service’s visualization of the five processing phases.

Figure V-2
First-Class Mail Single-Piece Mail Flow

FIRST-CLASS MAIL SINGLE-PIECE MAIL FLOW

COLLECTIONS/ DELIVERY/
FIRST MILE

LAST MILE

Measurement
Tools/Metrics

\

ORIGIN DESTINATION
PROCESSING PROCESSING

e

TRANSIT =

Source: Docket No. ACR2015 Service Response at 3.

The five phases do not have uniform and concrete start and end points; instead, the general
processing flow is fluid, reactive, and varies based on local conditions. Because each of the
five phases flows into the next,2?? the cumulative effect of a relatively low number of
failures at a particular phase (or interim processing action) may have the potential for
significant downstream delays. Evaluating the significance of failures occurring throughout
the five processing phases on the national service performance results is important to
assessing the relative success of the Postal Service’s improvement efforts.

9 Carriers from the Delivery/Last Mile phase return with mail that will eventually be included in processing.
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To monitor and quantify the impact of such failures, the Postal Service uses root cause
diagnostic tools. The Postal Service assigns a root cause indicator to a First-Class Mail
Single-Piece Letter or Postcard that is delivered after the applicable service standard.
January 11 Responses to CHIR No. 1, question 24. The root cause indicator corresponds
with the failure to clear a mailpiece through a specific processing action. See id.; see also
Docket No. ACR2017 January 17 Responses to CHIR No. 2, question 8.a. The Postal Service
quantifies the number of percentage points by which on-time service performance for
First-Class Mail Single-Piece Letters/Postcards decreased due to each specific root cause of
failure. January 28 Responses to CHIR No. 3, question 10.a. These point impacts were
developed from the EXFC Root Cause Failure Analysis and were calculated with the
following formula:

(1 — EXFC Weighted Score) x Root Cause Category Failure Percentage
= Root Cause Category Point Impact

Id. question 10.c. Below, the Commission provides analysis of the Postal Service’s root
cause data specific to 3-5-Day First-Class Mail Single-Piece Letters/Postcards. The
Commission focuses its discussion on the 3-5-Day service standard category because the
Commission has noted particular concerns with this category’s service performance results
in prior fiscal years. See, e.g., FY 2015 ACD at 132.

b. Commission Analysis

Figure V-3 displays the point impact of the top five root cause indicators on service
performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards for each
quarter of FY 2015 through FY 2018.
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Figure V-3
Nationwide Impact of Top 5 Root Causes on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015-FY 2018

2015 2016 2017 2018
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Source: Additional Results File, tab “Q25a - Top 5 Root Cause PI.”

Figure V-3 illustrates that AADC/ADC processing delays accounted for the largest impact
across all quarters throughout the fiscal years shown. Moreover, the FY 2018 quarterly
point impacts for many of these root cause indicators reported increases from the
corresponding quarter in FY 2017, most significantly for origin processing delays and
AADC/ADC processing delays. Accordingly, the Commission encourages the Postal Service
to focus on addressing these root causes. Based on additional details provided in the phase-
specific discussion below, the Commission finds that AADC/ADC processing delays specific
to air transit represent the highest leverage opportunity for the Postal Service to increase
service performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards.

An explanation was requested for “the reason(s) why the levels [for each of the top five
root causes] reported for FY 2018 increased from the levels reported for FY 2017, the steps
that the Postal Service has taken to reverse this trend, and the steps that the Postal Service
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plans to take to reverse this trend.” CHIR No. 1, question 26.a. through 26.e. The Postal
Service did not provide a response specific to each indicator and did not address the
reason(s) for the increase. See January 11 Responses to CHIR No. 1, question 26. The Postal
Service reiterated its commitment to service performance improvement in FY 2019 and
discussed its plans to deploy service teams to local facilities and hold Area teleconferences
to ensure compliance with operating plans. Id. The Commission is directing the Postal
Service to provide transparency into the link between the use of root cause diagnostic tools
with Postal Service actions to improve service performance. The Commission is also
directing the Postal Service to ensure continued monitoring and transparency into
quantitative connections between the issues identified by the Postal Service and service
performance results. The exact requirements of these directives are discussed in section
V.A.4.a, infra.

For each of the five processing phases, the discussion below diagrams the general
processing flow3%0 and provides analysis based on the applicable Postal Service data.

(1)  Collections/First Mile

Collections/First Mile refers to the first phase, in which a First-Class Mail Single-Piece
Letter or Postcard proceeds from collection through the cancellation process. See FY 2016
ACD at 106. During this phase, the Postal Service retrieves the mailpiece from a collection
box or other collection point, transports it to the origin processing facility, unloads the
mailpiece, and moves it to a facer-canceller machine to receive a cancellation mark.3°1 The
diagram below illustrates these three processing points.

Pickup from

Y Mailpieces at Cancellation
Collection Point Ly" Origin Processing LI
Facility

Process

The Postal Service monitors collection delays that occur in retrieving mail from a collection
box or in the handoff to the facility. Docket No. ACR2017 January 17 Responses to CHIR No.
2, question 8.a. If a First-Class Mail Single-Piece Letter or Postcard is not delivered by its
service standard and no subsequent cycle time checkpoints are met, then the Postal Service
assigns the collection delay root cause failure indicator. Id.; see January 11 Responses to
CHIR No. 1, question 24.b.

30 The diagrams appearing in each phase-specific discussion are not an exhaustive description of the processing actions that occur. The arrows

connecting the measurement points illustrate intra-phase transportation such as from a collection point to a postal facility, mail movement
inside a postal facility, or between postal facilities. Opportunities to add visibility into these aspects of each phase also exist.

39 g, “A cancellation mark, or postmark, is applied to prevent the reuse of the indicia and to provide a date which is recognized as a valid time
determinate. The cancellation mark consists of the city, state, and date to identify when and where a mailpiece was processed.” Docket No.
ACR2016, Responses of the United States Postal Service to Questions 1-5 and 7-21 of Chairman’s Information Request No. 1, January 10, 2017,
question 3 (Docket No. ACR2016 January 10 Responses to CHIR No. 1).
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Table V-6 displays the reported percentage point impacts caused by collection delays on
service performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards for
each quarter of FY 2015 through FY 2018.

Table V-6
Nationwide Impact of Collection Delays on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Q1 0.14 0.19 0.19 0.23
Q2 0.25 0.23 0.19 0.25
Q3 0.13 0.13 0.13 0.18
Q4 0.20 0.11 0.20 0.18

Source: Additional Results File, tab “Q30 Three-to-Five-Day;”
see Responses to CHIR No. 11, question 9.a.

These data corroborate the Commission’s previous finding that collection delays have not
significantly impacted national service performance results for 3-5-Day First-Class Mail
Single-Piece Letters/Postcards since FY 2015. FY 2017 ACD at 112. Nonetheless, continuing
to monitor collection delay data provides necessary transparency. Further, continuing to
evaluate and correct issues that occur in the first phase of processing helps to ensure that
early-phase failures will remain relatively low and minimizes downstream delays.

(2)  Origin Processing

Origin processing refers to the phase that includes the first processing operations after a
First-Class Mail Single-Piece Letter or Postcard receives a cancellation mark. FY 2016 ACD
at 110. These processing actions include an origin primary sortation (as well as a
secondary sortation, if necessary) and then assignment to transit, if necessary. Id. The
diagram below illustrates the processing points.

Outgoing \ Outgoing \ Assign Volumes

Primary Secondary to Transit
Operations Operations Network

The Postal Service monitors this phase using multiple root cause indicators. Two of these
root causes, origin processing delays and origin missent, are among the top five most
impactful root causes in the decline in national service performance results for 3-5-Day
First-Class Mail Single-Piece Letters/Postcards from FY 2015 through FY 2018. Below the
Commission discusses these two indicators in further detail.
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The first indicator, origin processing delays, is designed to monitor the timely completion
of the first two interim processing actions on the diagram. The Postal Service classifies a
First-Class Mail Single-Piece Letter or Postcard that is not delivered by its service standard
as experiencing an origin processing delay if the mailpiece receives either:

e an outgoing secondary scan after 0:00 hours on the day of induction or
¢ alate outgoing primary scan after 23:00 hours on the day of induction (if no
secondary scan exists)

Docket No. ACR2017 January 17 Responses to CHIR No. 2, question 8.a.; see January 11
Responses to CHIR No. 1, question 24.b.

Table V-7 displays the reported percentage point impacts on service performance results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards for each quarter of FY 2015
through FY 2018 caused by origin processing delays.

Table V-7
Nationwide Impact of Origin Processing Delays on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018

Q1 1.47 3.54 3.52 5.09
Q2 4.57 2.68 2.48 4.64
Q3 2.40 1.32 1.44 1.75
Q4 1.57 1.19 1.58 1.77

Source: Additional Results File, tab “Q25a - Top 5 Root Cause PI.”

The point impacts of origin processing delays in FY 2018 Quarters 1, 2, and 4 were higher
relative to corresponding periods in FY 2015 through FY 2017, particularly when
comparing FY 2015 Quarter 1392 to FY 2018 Quarter 1. The point impact of origin
processing delays was 246 percent higher in FY 2018 Quarter 1 compared to FY 2015
Quarter 1.

Failures at the origin processing phase are important due to the potential impact on
subsequent processing. Monitoring origin processing delay data is useful to correct failures
that occur during early processing and therefore minimize failures further downstream.
The Commission encourages the Postal Service to investigate the reason(s) for the
increases reported in FY 2018 and reduce origin processing delays.

92 phase 2 of Network Rationalization was implemented on January 5, 2015, at the beginning of FY 2015 Quarter 2.
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The second indicator, origin missent, is designed to monitor whether the first two interim
processing actions on the diagram are completed in the correct local facility. The Postal
Service classifies a First-Class Mail Single-Piece Letter or Postcard that is not delivered by
its service standard as origin missent if the mailpiece:

e isprocessed in an outgoing processing operation at an unexpected origin facility
and
e isnot miscoded

Docket No. ACR2017 January 17 Responses to CHIR No. 2, question 8.a.; see January 11
Responses to CHIR No. 1, question 24.b. If these conditions are met and the mailpiece is not
assigned either the collection delay or last mile failure root cause indicator, then the origin
missent indicator will be assigned. Docket No. ACR2017 January 17 Responses to CHIR No.
2, question 8.a. This indicator includes mailpieces processed at consolidation facilities. Id.

Table V-8 displays the reported percentage point impacts caused by origin missent on
service performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards for
each quarter of FY 2015 through FY 2018.

Table V-8
Nationwide Impact of Origin Missent on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Q1 0.66 1.03 1.03 1.04
Q2 1.05 0.94 0.88 1.06
Q3 0.92 0.92 0.90 0.94
Q4 0.86 0.85 0.92 1.34

Source: Additional Results File, tab “Q25a - Top 5 Root Cause PI;”
Responses to CHIR No. 6, question 2.

Noting the slight increases in the quarterly point impacts reported for FY 2018 relative to
the corresponding quarters in FY 2017, the Commission encourages the Postal Service to
investigate and address the reason(s) for the increases reported in FY 2018 for origin
missent.
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(3) Transit

Transit refers to the transportation of a mailpiece that is destined for an address outside of
the local service area from which the mailpiece was mailed. FY 2016 ACD at 115. During
this phase, the mailpiece travels from the origin processing facility to the destination
processing facility. Id.

The Postal Service asserts that if a mailpiece misses its scheduled transportation, then
generally that mailpiece will not be delivered within the expected timeframe absent
“extraordinary measures at substantial cost, such as extra transportation along with clerk
and carrier overtime at the delivery point.” Responses to CHIR No. 13, question 2. This
assertion is generally supported by the Postal Service’s data related to the transit phase.

To monitor problems with transit, the Postal Service measures whether mail was
processed on time at the origin processing facility, but scanned late at the destinating
processing facility. Docket No. ACR2015 Service Response at 15. This type of failure is
referred to as an AADC/ADC processing delay. Id. The Postal Service classifies a First-Class
Mail Single-Piece Letter or Postcard that is not delivered by its service standard as
experiencing an AADC/ADC processing delay if the mailpiece:

e receives a processing scan at the expected AADC facility after 12:00 PM on the day
before the expected day of delivery and
¢ fails to meet any subsequent processing cycle time checkpoints303

Table V-9 displays the reported percentage point impacts caused by AADC/ADC processing
delays on service performance results for 3-5-Day First-Class Mail Single-Piece
Letters/Postcards for each quarter of FY 2015 through FY 2018.

Table V-9
Nationwide Impact of AADC/ADC Processing Delays on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Qi 8.79 11.05 7.62 9.08
Q2 | 19.99 10.04 7.18 10.79
Q3 11.00 5.22 4.88 5.62
Q4 | 10.04 4.81 5.41 5.24

Source: Additional Results File, tab “Q25a - Top 5 Root Cause PI.”

% Docket No. ACR2017 January 17 Responses to CHIR No. 2, questions 7.c.ii. and 8.a.; see January 11 Responses to CHIR No. 1, question 24.b.

For flat-shaped pieces, this indicator is assigned to a piece that receives a processing scan at the expected ADC facility after 12:00 PM on the
day before the expected day of delivery, and fails to meet any subsequent processing cycle time checkpoints. Docket No. ACR2017 January 17
Responses to CHIR No. 2, questions 7.c.ii. and 8.a.
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AADC/ADC processing delays impacted service performance results more than any other
root cause for 3-5-Day First-Class Mail Single-Piece Letters/Postcards for each quarter of
FY 2015 through FY 2018. These data indicate that reducing AADC/ADC processing delays
would be a high-leverage approach to improving service performance results. The
Commission observes two trends with respect to the reported point impact of AADC/ADC
processing delays.

The first trend generally evinces the effect of seasonality within each fiscal year. For FY
2015 through FY 2018, there is a substantial decline in the point impacts reported in
Quarter 3 (April 1 through June 30) relative to Quarter 2 (January 1 through March 31).304
For FY 2015 through FY 2018, the point impacts reported in Quarter 4 (July 1 through
September 30) remains near the levels observed in the preceding Quarter 3.

The second trend compares the point impacts for the same period over 4 fiscal years. For
all 4 quarters, the FY 2017 point impacts are lower than the corresponding FY 2015 point
impacts, most of them significantly so. However, the point impacts observed in FY 2018
generally increased relative to the point impacts observed for the corresponding fiscal
quarters in FY 2017. Notably the FY 2018 Quarter 2 point impact of AADC/ADC processing
delays represents an approximate 50 percent increase compared to the corresponding
point impact observed in FY 2017 Quarter 2. These data evidence some regression of the
progress made in FY 2016 and FY 2017. Accordingly, the Commission encourages the
Postal Service to increase its focus on leveraging the strategies it successfully used to
improve AADC/ADC processing delays in FY 2016 and FY 2017.

Below, the Commission provides additional discussion specific to each mode of transit: air
and ground. Approximately one-third of 3-5-Day First-Class Mail Single-Piece
Letters/Postcards used air transit and the remainder used ground transit in FY 2018.
January 11 Responses to CHIR No. 1, question 23. The data provided by the Postal Service
indicate that 3-5-Day First-Class Mail Single-Piece Letters/Postcards are
disproportionately impacted by air transit delays.

% The FY 2015, FY 2016, and FY 2018 Quarter 3 point impacts of AADC/ADC delays represent approximately a 48 percent decrease compared

to the point impacts in the preceding Quarter 2.
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(a) Air Transit

With respect to air transit, the Postal Service follows five general steps. The Postal Service’s
first air transit processing action—securing capacity and assigning the mailpiece to the
appropriate air carrier and intermediate ground carrier(s)—follows the last step of the
origin processing phase. Second, the mailpiece is transferred to an intermediate ground
carrier contracted to deliver the mailpiece to the air carrier. Third, after traveling some
distance by ground, the intermediate operator transfers the mailpiece to the contracted air
carrier. Fourth, the mailpiece is transported to the destination processing facility.30>
Finally, the mailpiece is unloaded at the destination processing facility. FY 2016 ACD at
115-16. The diagram below illustrates the processing points.

Volume
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As the diagram illustrates, the focus of the second through fifth processing actions involves
multiple transfers. The Postal Service acknowledges that these transfers “play[] a critical
part in the timeliness of postal delivery.” Docket No. ACR2015 Service Response at 15. To
track these transfers, the Postal Service monitors daily AADC/ADC processing delays
specific to mailpieces transported by air transit.

Table V-10 displays the reported percentage point impacts caused by air transit AADC/ADC
processing delays on service performance results for 3-5-Day First-Class Mail Single-Piece
Letters/Postcards for each quarter of FY 2015 through FY 2018.

Table V-10
Nationwide Impact of AADC/ADC Processing Delays (Air) on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015—-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Q1 14.33 14.67 9.77 11.76
Q2 | 26.13 13.73 9.65 14.14
Q3 14.87 7.63 7.11 7.42
Q4 14.53 7.07 7.74 7.59

% The Postal Service takes possession of the mailpiece after the air transport provider lands at an airport. The mailpiece is then transported by

ground to the closest destination processing facility.
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Source: Additional Results File, tab “Q25b - AADC Delay Air PI.”
These data evidence the substantial point impacts attributed to air transit AADC/ADC
processing delays for 3-5-Day First-Class Mail Single-Piece Letters/Postcards from FY 2015
through FY 2018. The Commission observes two trends evident in these data, which
parallel the trends observed for the aggregate indicator discussed above.

First, the seasonality evidenced by the aggregate indicator discussed above is also apparent
in the indicator specific to air transit. For FY 2015 through FY 2018, there are substantial
declines in point impacts reported in Quarter 3 (April 1 through June 30) and Quarter 4
(July 1 through September 30) relative to Quarter 2 (January 1 through March 31).

Second, these data also evidence similar yearly trends. Generally, the point impacts
observed in FY 2016 and FY 2017 represent year-over-year decreases from the point
impacts observed for the corresponding fiscal quarters in FY 2015. For all 4 quarters, the
FY 2017 point impacts are lower than the corresponding FY 2015 point impacts, most of
them significantly so. In FY 2016 and FY 2017, the Postal Service began utilizing two
nationwide initiatives to monitor air transit delays caused by the untimely transfer of
mailpieces and untimely air transportation. First, the Postal Service uses barcode scanning
technology to track the pickup and delivery of mailpieces at air carrier locations that are
serviced by Postal Service Vehicle Service operators.3%¢ Second, the Postal Service
incorporates on-time performance requirements into air carrier contracts.3%7 The Postal
Service’s Network Operations team monitors the air carrier’s achievement of contract-
specific on-time performance requirements, facilitates discussion with the air carrier if the
requirements are not met, and performs internal analysis to use the best performing air
carriers for air transportation services. Docket No. ACR2016 January 18 Responses to CHIR
No. 4, question 6.

After 2 consecutive years of progress in addressing air transit issues, however, the point
impacts of AADC/ADC processing delays specific to air transit observed in FY 2018
generally increased from the point impacts observed for the corresponding quarters in FY
2017. Notably, the FY 2018 Quarter 2 point impact of AADC/ADC processing delays specific
to air transit represents a 46 percent increase compared to the corresponding point impact
observed in FY 2017 Quarter 2. These data evidence some regression of the progress made
in FY 2016 and FY 2017. Accordingly, the Commission encourages the Postal Service to
continue to address air transit AADC/ADC processing delays.

Additionally, the Postal Service monitors two other indicators related to air transit: its
procurement of air carrier capacity and timely assignment of mailpieces. Unlike AADC/ADC
processing delays and the other root cause indicators, these two indicators measure
multiple products transported by air and do not collect data specific to a particular product.

% pocket No. ACR2015 Service Response at 10; Docket No. ACR2016 January 10 Responses to CHIR No. 1, question 12.

%7 Docket No. ACR2015 January 19 Responses to CHIR No. 22, question 7.b.i.; see Docket No. ACR2016 January 18 Responses to CHIR No. 4,

question 6.
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Both of these indicators focus on the first interim processing action referenced in the above
diagram specific to air transit. These two indicators evidence that the Postal Service has
generally continued to make progress in properly assigning mailpieces to the air network
and securing appropriate air carrier capacity since FY 2015.

First, the Postal Service has measured the air capacity gap since the implementation of
Phase 2 of Network Rationalization in FY 2015 Quarter 2. The Postal Service stated that
Phase 2 of Network Rationalization resulted in insufficient air carrier capacity and asserted
that this was one of the primary reasons for the dramatic decline in First-Class Mail service
performance results in FY 2015. FY 2015 ACD at 133. The Postal Service states that it is
unable to quantify the impact of the air capacity gap on service performance results for
First-Class Mail Single-Piece Letters/Postcards. January 11 Responses to CHIR No. 1,
question 32.

Table V-11 displays the air capacity gap, which refers to the difference between the
airplane space secured and the space requested by the Postal Service, reported for each
fiscal quarter since Phase 2 of Network Rationalization was implemented.

Table V-11
Air Capacity Gap, by Volume, by Quarter, FY 2015—FY 2018

Air Carrier Capacit Air Carrier Capacit . .
Requeste':i Y Receivedp Y Air Capacity Gap
FY 2015 Q2 172,802,712 152,268,168 20,534,544
FY 2015 Q3 166,389,873 153,097,529 13,292,344
FY 2015 Q4 164,085,103 155,999,285 8,085,818
FY 2016 Q1 212,745,658 193,238,920 19,506,738
FY 2016 Q2 252,678,595 230,048,715 22,629,880
FY 2016 Q3 212,352,972 198,815,088 13,537,884
FY 2016 Q4 198,440,550 195,992,958 2,447,592
FY 2017 Q1 203,329,800 195,798,675 7,531,125
FY 2017 Q2 199,514,640 194,290,278 5,224,362
FY 2017 Q3 186,500,834 178,092,434 8,408,400
FY 2017 Q4 177,735,982 174,191,004 3,544,977
FY 2018 Q1 200,112,683 193,812,828 6,299,855
FY 2018 Q2 201,656,006 194,688,943 6,967,063
FY 2018 Q3 194,891,879 189,872,384 5,019,495
FY 2018 Q4 194,263,480 189,184,085 5,079,395

Note: Data are calculated using average daily cubic feet volume. “Data is not provided for [FY 2015] Quarter 1 because Phase 2 of Network

Rationalization was implemented on January 5, 2015, at the beginning of FY 2015 Quarter 2.” FY 2015 ACD at 133 n.231.

Source: FY 2018 Root Cause File, tab “Q4a;” December 29, 2017 Public File, tab “Q4a;” Docket No. ACR2016, Response of the United
States Postal Service to Question 1 of the Chairman’s Information Request No. 28, March 17, 2017, question 1 (Docket No. ACR2016
Responses to CHIR No. 28); Docket No. ACR2015, Responses of the United States Postal Service to Questions 15-26 of Chairman’s
Information Request No. 2, January 19, 2016, question 19.b. (Docket No. ACR2015 January 19 Responses to CHIR No. 2).

These data indicate that in FY 2018 the Postal Service has continued to make progress in
reducing the air capacity gap from the levels observed in FY 2015. Noting the increases in
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the air capacity gap reported for FY 2018 Quarters 2 and 4 over the corresponding
quarters in FY 2017, the Commission encourages the Postal Service to continue its efforts
to secure adequate air capacity.

Second, the Postal Service measures the mailpieces reported as assigned to the air network.
January 11 Responses to CHIR No. 1, question 47.c. The mailpieces measured include First-
Class Mail Single-Piece Letters/Postcards, Presorted Letters/Postcards, and Flats, as well as
some competitive products (Priority Mail and First-Class Package Service). Id. The national
clearance time target for completion was 02:30 hours during FY 2015 through FY 2018.308
The Postal Service explains that this indicator primarily applies to mailpieces with a 3-5-
Day service standard.309

Table V-12 displays the percentage of mailpieces reported as assigned to the air network
by 02:30 hours for each quarter of FY 2015 through FY 2018.

Table V-12
Nationwide Mailpieces Assigned to FedEx/Commercial Carrier by 02:30 hours,
by Percentage, by Quarter, FY 2015-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Q1 89.6 86.6 88.6 87.7
Q2 85.3 88.7 90.6 89.2
Q3 88.6 92.2 92.6 92.2
Q4 89.8 92.8 92.5 92.4

Source: FY 2018 Root Cause File, tab “Qla;” 24-Hour Clock Results
File FY 2017; 24-Hour Clock Results File FY 2015-FY 2016.

These data indicate that in FY 2018 the Postal Service has generally continued to make
progress in improving the percentage of mailpieces properly assigned to air transit
compared to the levels observed in FY 2015. Noting the slight decreases in timely
assignment reported for FY 2018 relative to the corresponding periods in FY 2017, the
Commission encourages the Postal Service to continue its efforts to assign mailpieces in a
timely manner.

With regard to reducing the overall impact of air transit delays on service performance
results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards, the Commission
encourages the Postal Service to focus on leveraging the strategies it successfully used to
decrease AADC/ADC processing delays specific to air transit in FY 2016 and FY 2017.

%% 14.; 24-Hour Clock Results File FY 2015-FY 2016; Docket No. ACR2017 Responses to CHIR No. 11, question 1.d.

3 pocket No. ACR2016, Responses of the United States Postal Service to Questions 1-3, 4.3, 4.c, and 5-8 of Chairman’s Information Request

No. 10, February 7, 2017, question 2.a. (Docket No. ACR2016 February 7 Responses to CHIR No. 10).
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(b)  Ground Transit

With respect to ground transit, the Postal Service generally follows three steps. The first
processing action requires the transfer of the mailpiece to the contracted ground
transportation provider. Second, the ground transportation provider transports the
mailpiece to the destination processing facility. En route to the destination processing
facility, the mailpiece may be transferred to and transported by additional ground
transportation providers. Throughout ground transit, the Postal Service attempts to
minimize delays and use more direct routes. Finally, the mailpiece is unloaded at the
destination processing facility. The diagram below illustrates the processing points.

Volume Transfer: A Ground Transport to Unload Mailpieces
USPS to Ground Destination at Destination

Transport Provider Processing Processing Facilities

Table V-13 displays the reported percentage point impacts caused by ground transit
AADC/ADC processing delays on service performance results for 3-5-Day First-Class Mail
Single-Piece Letters/Postcards for each quarter of FY 2015 through FY 2018.

Table V-13
Nationwide Impact of AADC/ADC Processing Delays (Ground) on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Q1 6.36 8.88 6.29 7.44
Q2 17.37 7.83 5.67 8.77
Q3 8.75 3.74 3.50 4.48
Q4 7.36 3.41 3.96 3.76

Source: Additional Results File, tab “Q25c - AADC Delay Surface PI;”
Responses to CHIR No. 6, question 1.

Although approximately two-thirds of 3-5-Day First-Class Mail Single-Piece
Letters/Postcards are transported by ground,310 ground transit AADC/ADC processing
delays represent only about half of the overall point impact reported for the corresponding
indicator specific to air transit. These data evidence that air transit AADC/ADC processing
delays had a disproportionate impact on national service performance results for 3-5-Day
First-Class Mail Single-Piece Letters/Postcards from FY 2015 through FY 2018.

310 January 11 Responses to CHIR No. 1, question 23.
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Additionally, the Postal Service continues to monitor two other indicators related to
ground transit: the timely departure of outbound trips and arrivals that are more than 4
hours late. Unlike AADC/ADC processing delays and the other root cause indicators, these
two indicators measure multiple products transported by ground and do not collect data
specific to a particular product. Essentially, these two indicators bookend the three
processing points referenced in the above diagram specific to ground transit. In
conjunction with each other, these two indicators increase visibility into the Postal
Service’s progress in addressing issues specific to its ground network operations.

First, the Postal Service measures the on-time percentage of outbound trips departing from
a mail processing facility via the ground network. Id. question 47.e. The national clearance
time targets for completion of this processing action were:

e FY 2015 Quarter 1 through FY 2016 Quarter 2—04:00 hours through 09:00 hours
(5-hour range)

e FY 2016 Quarter 3 through FY 2018 Quarter 4—00:00 hours through 07:00 hours
(7-hour range)311

Consistent with the Commission’s finding that delays related to air transit tend to have a
disproportionate impact on national service performance results for 3-5-Day First-Class
Mail Single-Piece Letters/Postcards, the Postal Service indicated that this indicator
primarily applies to the mailpieces with the Overnight or 2-Day service standard. Docket
No. ACR2016 February 7 Responses to CHIR No. 10, question 2.a.

Table V-14 shows the percentage of on-time outbound trips departing a mail processing
facility between the designated national clearance time targets for FY 2015 through FY
2018.

Table V-14
Nationwide On-Time Outbound Trips from a Mail Processing Facility between the Designated
National Clearance Times, by Percentage, by Quarter, FY 2015-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Q1 75.1 75.7 64.6 76.0
Q2 77.2 80.0 72.5 78.3
Q3 84.2 79.5 86.9 83.4
Q4 83.0 85.3 85.6 83.0

Note: For FY 2015 Quarter 1 through FY 2016 Quarter 2, the national clearance time targets were 04:00 hours through 09:00 hours; for FY
2016 Quarter 3 through FY 2018 Quarter 4, the national clearance time targets were 00:00 hours through 07:00 hours. January 11 Responses
to CHIR No. 1, question 47.e.; 24-Hour Clock Results File FY 2015-FY 2016; see Docket No. ACR2017 Responses to CHIR No. 11, question 1.e.

Source: FY 2018 Root Cause File, tab “Qla;” 24-Hour Clock Results File FY 2017; 24-Hour Clock Results File FY 2015-FY 2016.

31 14.; 24-Hour Clock Results File FY 2015-FY 2016; Docket No. ACR2017 Responses to CHIR No. 11, question 1.e.



Docket No. ACR2018 -155-

These data show that the Postal Service has made little progress in improving on-time
outbound trip rates since FY 2015, when national clearance time targets were 04:00 hours
through 09:00 hours. The Commission encourages the Postal Service to improve the on-
time percentage of outbound trips going forward.

Second, the Postal Service measures Critically Late Trips (CLTs), which refer to ground
trips that arrive more than 4 hours late. The Postal Service identifies a CLT by comparing
the actual arrival scan to the scheduled arrival scan at the destination facility. Docket No.
ACR2017 January 17 Responses to CHIR No. 2, question 7.b.iii. The Postal Service states
that it uses its Surface Visibility (SV)312 diagnostic tool to identify the route, trip, and the
destinating area and district. Docket No. ACR2017 January 17 Responses to CHIR No. 2,
question 7.b.iii. The Postal Service states that it is unable to quantify the impact of CLTs on
service performance results for First-Class Mail Single-Piece Letters/Postcards. January 11
Responses to CHIR No. 1, question 31.

Figure V-4 compares the nationwide volume of CLTs to the percent on-time service
performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards from FY
2015 to FY 2018.

312 During FY 2016, the Postal Service expanded SV to include more processing facilities. Docket No. ACR2015 Service Response at 13. During FY

2017, sites using SV were able to access an improved interface known as SVWeb, which increased the data and analytical capabilities of the
diagnostic systems and dashboards. See id.; see also Docket No. ACR2016 January 10 Responses to CHIR No. 1, question 14.
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Figure V-4
CLTs and 3-5-Day First-Class Mail Single-Piece Letters/Postcards Service Performance Results,
Nationwide, FY 2015-FY 2018
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Source: FY 2018 Root Cause File, tab “Q4c;” December 29, 2017 Public File, tab “Q4e;” Docket No. ACR2016 January 10 Responses to CHIR
No. 1, question 13; FY 2018 Service Performance Report at 3; Docket No. ACR2017 Library Reference USPS—FY17-29, file “FY17-29 Service
Perf Report.pdf,” at 4 (FY 2017 Service Performance Report); FY 2016 Service Performance Report at 4; Docket No. ACR2015, Library
Reference USPS—FY15-29, December 29, 2015, file “Service Performance ACR FY15.pdf,” at 4 (FY 2015 Service Performance Report).

Overall, the volume of CLTs has decreased from FY 2015 through FY 2018. In FY 2016 and
FY 2017, decreasing CLTs coincided with increased service performance results for 3-5-
Day First-Class Mail Single-Piece Letters/Postcards. In FY 2018, the number of CLTs has
continued to decrease; however, service performance results also decreased.
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Table V-15 compares the percent decrease in CLTs to the percentage point decreases in
service performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards
from FY 2017 to FY 2018 for each Postal Service Area and nationwide.

Table V-15
CLTs and 3-5-Day First-Class Mail Single-Piece Letters/Postcards Service Performance Results,
by Area and Nationwide, FY 2017 to FY 2018

On-time Service
Performance
Result
CLT FY 2017 FY 2018 Percentage Point
FY 2017 FY 2018 % Decrease Results Results Decrease

Capital Metro 1896 1435 24.3 87.1 83.1 4.0
Eastern 3133 1716 45.2 88.9 85.6 3.3
Great Lakes 2991 2089 30.2 86.1 83 3.1
Northeast 2228 1971 11.5 83.7 81.1 2.6
Pacific 1324 556 58.0 86.9 84.9 2.0
Southern 2718 1316 51.6 86.8 82.6 4.2
Western 2029 789 61.1 86 83.7 2.3
National 16319 9872 39.5 86.6 83.5 3.1

Note: SV identifies the CLT based on the destination district and Area. Docket No. ACR2017 January 17 Responses to CHIR No. 2, question 7.b.iii.

Source: FY 2018 Root Cause File, tab “Q4c;” December 29, 2017 Public File, tab “Q4e;” Docket No. ACR2016 January 10 Responses to CHIR No.
1, question 13; United States Postal Service, Quarterly Service Performance Report, Quarter 4, November 9, 2018, Excel file “Package-BPMF 184
Scores Report.xIsx,” tab “SPLC 3-5-Day YTD Aggregation;” United States Postal Service, Quarterly Service Performance Report, Quarter 4,
November 9, 2017, Excel file “Package-BPMF 174 Scores Report.xlsx,” tab “SPLC 3-5-Day YTD Aggregation.”

These data indicate that decreases in CLTs from FY 2017 to FY 2018 did not yield increases
in service performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards
over the same period at the national or Area levels, which corroborates the Commission’s
finding that delays related to air transit had a disproportionate impact on national service
performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards in FY 2018.

The Commission recognizes that the Postal Service has continued to make progress in FY
2018 in reducing CLTs for all Areas and at the national level. The Postal Service asserts that
reducing CLTs is achieved primarily through “education and focus” to ensure that local
facilities comply with existing nationwide strategies and best practices. See Docket No.
ACR2017 January 17 Responses to CHIR No. 2, question 7.b.i.

The CLT data, in conjunction with the on-time outbound trips data, improve visibility into
why the point impacts on service performance results for 3-5-Day First-Class Mail Single-
Piece Letters/Postcards attributed to ground transit AADC/ADC processing delays were
considerably lower than the corresponding point impacts specific to air transit AADC/ADC
processing delays. The Commission encourages the Postal Service to continue to reduce
delays occurring in its ground transportation network.
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(4) Destination Processing

Destination processing refers to the processing phase that occurs after First-Class Mail
Single-Piece Letters/Postcards arrive at a destination processing facility. See FY 2016 ACD
at 124. The basic operational flow for the destination processing phase involves two
sortations: a primary sortation and a secondary sortation. First, the mailpiece receives an
incoming primary sortation, also known as an MMP sortation. Second, the mailpiece
receives an incoming secondary sortation to Delivery Point Sequence (DPS) or Carrier
Route sequence. The incoming secondary sort is also referred to as the Last Processing
Operation (LPO) because it is the final automated mail processing operation. The diagram
below illustrates the processing points.

Secondary Sortation to DPS

Primary/MMP Sortation or Carrier Route/LPO

Specific to this phase, the Postal Service classifies a First-Class Mail Single-Piece Letter or
Postcard that is not delivered by its service standard as experiencing late incoming
secondary processing if the mailpiece:

e receives the correct final processing scan at the destination facility after 08:00 hours
on the expected day of delivery and
¢ fails to meet any subsequent processing cycle time checkpoints

Docket No. ACR2017 January 17 Responses to CHIR No. 2, question 8.a.; see January 11
Responses to CHIR No. 1, question 24.b.

Table V-16 displays the reported percentage point impacts caused by late incoming
secondary processing on service performance results for 3-5-Day First-Class Mail Single-
Piece Letters/Postcards for each quarter of FY 2015 through FY 2018.
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Table V-16
Nationwide Impact of Late Incoming Secondary Processing on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018

Ql 0.68 1.18 0.66 0.88
Q2 4.95 1.05 0.57 0.94
Q3 2.96 0.57 0.44 0.57
Qa 0.98 0.51 0.48 0.51

Source: Additional Results File, tab “Q25a - Top 5 Root Cause PI.”

Alarge increase in the point impact of late incoming secondary processing coincided with
the implementation of Phase 2 of Network Rationalization in FY 2015 Quarter 2.
Subsequently, the impact of late incoming secondary processing on national service
performance results has generally decreased. These data, along with other root cause
indicators, indicate that late incoming secondary processing has a relatively lower impact
on national service performance results in the current environment than origin processing
delays and AADC/ADC processing delays. Noting the increases in the quarterly point
impacts reported for FY 2018 relative to the corresponding quarters in FY 2017, the
Commission encourages the Postal Service to investigate and address the reason(s) for the
increases reported in FY 2018 for late incoming secondary.

The Commission continues to find utility in the Postal Service’s measurement of the First-
Class Mail Single-Piece Letters/Postcards that have already missed the applicable service
standard by LPO. The “Miss by LPO” failure category aggregates mailpieces classified by the
Postal Service as experiencing root cause failures that may occur during the
Collections/First Mile, origin processing, transit, or destination processing phases. Docket
No. ACR2017 January 17 Responses to CHIR No. 2, question 8.a.

Table V-17 displays the reported percentage point impacts caused by Miss by LPO on
service performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards for
each quarter of FY 2015 through FY 2018.
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Table V-17
Nationwide Impact of Miss by LPO on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015—-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Ql 12.50 18.72 13.98 17.38
Q2 32.31 16.24 12.04 18.60
Q3 18.58 8.89 8.45 9.77
Qa 14.90 8.13 9.32 9.94

Source: Additional Results File, tab “Q29 Three-to-Five-Day;”
see Responses to CHIR No. 11, question 10.a.

The Commission observes two divergent trends evident in these data, which parallel the
trends observed for AADC/ADC processing delays. The first trend, which appears to reflect
seasonality, is the significant decline in point impacts reported in Quarter 3 (April 1
through June 30) and Quarter 4 (July 1 through September 30) relative to Quarter 2
(January 1 through March 31) for FY 2015 through FY 2018.

The second trend compares the point impacts for the same period over these 4 fiscal years.
Generally, the point impacts observed in FY 2016 and FY 2017 represent year-over-year
decreases from the point impacts observed for the corresponding fiscal quarters in FY
2015. However, the point impacts observed in FY 2018 increased from the point impacts
observed for the corresponding quarters in FY 2017. These data evidence some regression
of the progress made in FY 2016 and FY 2017. Nevertheless, with the exception of Quarter
1, the point impacts observed in FY 2018 remain lower than the point impacts observed for
the corresponding quarters in FY 2015.

(5) Delivery/Last Mile

Delivery/Last Mile refers to the final phase during which the mail carrier delivers a
mailpiece to the addressee. See Docket No. ACR2015 Service Response at 2. The basic
operational flow for the Delivery/Last Mile phase involves three major steps: mail dispatch,
carrier in office operations, and delivery.313 The diagram below illustrates the three
processing points.

m Lf Carrier In Office

First-Class Mail Single-Piece Letters/Postcards that were not sorted to DPS depth during the destination processing phase will be manually
sorted by mail carriers (“cased”) before mail dispatch and carrier in office operations occur. See Docket No. ACR2015 Service Response at 19-20.

Delivery

313
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The Postal Service classifies a First-Class Mail Single-Piece Letter or Postcard that is not
delivered by its service standard as experiencing last mile failure indicator if the mailpiece:

e has a correct, final scan from the destination facility before 08:00 hours on the
expected day of delivery and

¢ has no additional scan anomalies (does not receive a first DPS pass only, does not
experience DPS looping, and has the appropriate depth of sort given its destination)

Docket No. ACR2017 January 17 Responses to CHIR No. 2, question 8.a. The Postal Service
states that last mile failures may be a result of a delay in mail dispatch from the destination
facility or a delay in the Delivery/Last Mile phase. Docket No. ACR2015 Service Response at
18.

Table V-18 displays the reported percentage point impacts caused by last mile failures on
service performance results for 3-5-Day First-Class Mail Single-Piece Letters/Postcards for
each quarter of FY 2015 through FY 2018.
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Table V-18
Nationwide Impact of Last Mile Failures on Service Performance Results
for 3-5-Day First-Class Mail Single-Piece Letters/Postcards,
by Percentage Points, by Quarter, FY 2015—-FY 2018

FY 2015 | FY 2016 | FY 2017 | FY 2018
Q1 1.22 1.39 1.64 1.80
Q2 1.38 1.55 1.61 1.72
Q3 1.21 1.28 1.45 1.63
Q4 1.24 1.46 1.66 1.68

Source: Additional Results File, tab “Q25a - Top 5 Root Cause PI.”

Noting the slight increases in point impacts reported for FY 2018 relative to the
corresponding quarters in FY 2017, the Commission encourages the Postal Service to
investigate the reason(s) for these increases and take appropriate action to reduce last mile
failures.

C. Conclusion

The Postal Service has quantified the number of percentage points by which on-time
service performance for 3-5-Day First-Class Mail Single-Piece Letters/Postcards decreased
due to each specific root cause of failure for FY 2015 through FY 2018. The data for
AADC/ADC processing delays (primarily specific to air transit) show that the best
opportunity to impact national service performances results for 3-5-Day First-Class Mail
Single-Piece Letters/Postcards is to decrease air transit processing delays. Accordingly, the
Commission encourages the Postal Service to focus its efforts to address air transit issues.

The Commission also recognizes that many of the point impacts observed in FY 2016 and
FY 2017 improved relative to the corresponding point impacts observed in FY 2015.
However, the point impacts observed for multiple key indicators in FY 2018 worsened
relative to the corresponding point impacts observed in FY 2017. Significant increases from
FY 2017 to FY 2018 were observed in the point impacts for origin processing delays,
AADC/ADC processing delays (primarily specific to air transit), and Miss by LPO.
Accordingly, the Commission encourages the Postal Service to leverage the successful
strategies used in FY 2016 and FY 2017 to address these increases.

The Commission appreciates that the Postal Service has reiterated its commitment to
service performance improvement in FY 2019. See January 11 Responses to CHIR No. 1,
question 26. The Postal Service provides a general explanation that in FY 2019 it will focus
on ensuring that local facilities adhere to the Postal Service’s existing multi-year national
data-driven strategies. See id. However, the Postal Service has not specifically explained the
reasons for the increases in the levels observed for each of the top root causes from FY
2017 to FY 2018. See id. Nor has the Postal Service specifically described what actions it
intends to take to reverse these trends in FY 2019. See id. Given the Postal Service’s
progress in isolating the most impactful specific reasons for failure to deliver a mailpiece
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on time, the Commission expects the Postal Service to make progress on a specific service
performance improvement plan that corresponds with its root cause analytics. To promote
improvement, the Commission is directing the Postal Service to provide transparency into
the link between the use of root cause diagnostic tools with Postal Service actions to
improve service performance. The Commission is also directing the Postal Service to
ensure continued monitoring and transparency into quantitative connections between the
issues identified by the Postal Service and service performance results. The exact
requirements of these directives are discussed in section V.A.4.a,, infra.

4. FY 2018 Service Performance Results by Class

a. First-Class Mail
(1) FY 2017 Directives

Determining that the Postal Service did not meet its service performance targets for
First-Class Mail in FY 2017, the Commission directed the Postal Service to improve results
for all First-Class Mail products in FY 2018. FY 2017 ACD at 146. The Commission also
directed the Postal Service to provide a detailed product-specific plan for any First-Class
Mail product for which service performance results did not remain the same or improve in
FY 2018. Id. Finding First-Class Mail Single-Piece Letters/Postcards to be out of compliance
for the third year in a row, the Commission directed the Postal Service to provide trackable
data related to the different processing phases of First-Class Mail Single-Piece
Letters/Postcards. Id. at 147. That directive, the Postal Service’s response, and the
Commission’s analysis are discussed in section V.A.3., supra.

The Commission also found that “service performance results for First-Class Mail Flats
continue[d] to fall substantially short of annual performance targets.” Id. at 149. To address
this product’s service performance results as well as the systemic and long-standing cost
and service issues related to flats processing, the Commission initiated a strategic
rulemaking to develop proposed reporting requirements related to flats operational cost
and service issues.314 That proceeding remains pending.315

(2) FY 2018 Results

For the fourth consecutive year, no First-Class Mail product achieved or exceeded its
service performance target. See Table V-2, supra. In addition, service performance results
for all First-Class categories declined compared to FY 2017 results. Table V-19 shows
service performance results compared to the annual on-time percentage targets for all
First-Class Mail products from FY 2013 to FY 2018.

34 Docket No. RM2018-1, Advance Notice of Proposed Rulemaking to Develop Data Enhancements and Reporting Requirements for Flats

Issues, October 4, 2017 (Order No. 4142).

35 Docket No. RM2018-1, Notice of Proposed Rulemaking for Reporting Requirements Related to Flats, March 1, 2019 (Order No. 5004).
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Table V-19
First-Class Mail
Service Performance Results, by Percentage, FY 2013-FY 2018

FY 2013 FY 2014 FY 2015 FY 2016 FY 2017 FY 2018
Target T?rrr:(-e Target T(iJnr:; Target T?r::(-e Target T?nr:; Target T?r:; Target T(iJr:(-e
Single-Piece
Letters/Postcards
Overnight | 96.70 96.8 | 96.80 96.7 | 96.80 95.8 | N/A N/A | N/A N/A | N/A N/A
2-Day | 95.10 96.0 | 96.50 95.7 | 96.50 94.0 | 96.50 95.5 | 96.50 95.5 | 96.50 94.5
3-5-Day | 95.00 92.5 | 95.25 88.6 | 95.25 77.3 | 95.25 84.8 | 95.25 86.6 | 95.25 83.5
Presorted
Letters/Postcards
Overnight | 96.70 97.3 | 96.80 97.2 | 96.80 96.0 | 96.80 96.3 | 96.80 96.6 | 96.80 96.2
2-Day | 95.10 97.2 | 96.50 96.6 | 96.50 93.8 | 96.50 95.2 | 96.50 95.8 | 96.50 95.1
3-5-Day | 95.00 95.4 | 95.25 92.5 | 95.25 88.0 | 95.25 91.9 | 9525 93.4 | 9525 92.2
Flats
Overnight | 96.70 86.6 | 96.80 84.9 | 96.80 83.2 | 96.80 84.5 | 96.80 84.6 | 96.80 82.2
2-Day | 95.10 84.4 | 96.50 82.5 | 96.50 79.8 | 96.50 80.6 | 96.50 82.0 | 96.50 79.7
3-5-Day | 95.00 77.6 | 95.25 72.6 | 95.25 65.3 | 95.25 70.9 | 95.25 73.9 | 95.25 71.0
Outbound
Single-Piece
International
Overnight 94.3 93.0 90.4 N/A N/A N/A
2-Day 92.7 93.2 92.5 90.6 90.8 86.3
3-5-Day 87.5 85.7 82.5 84.5 83.7 81.5
Combined | 94.00 88.9 | 94.00 87.8 | 94.00 85.3 | 94.00 86.2 | 94.00 85.9 | 94.00 83.0
Inbound Letter
Post
Overnight 92.3 91.8 88.6 N/A N/A N/A
2-Day 90.7 89.4 83.7 88.1 90.5 89.3
3-5-Day 86.5 82.9 71.3 77.7 82.7 80.3
Combined | 94.00 88.0 | 94.00 85.2 | 94.00 75.6 | 94.00 81.4 | 94.00 85.5 | 94.00 83.5

Notes: Numbers in red indicate service performance results that did not meet or exceed the annual service performance target.

Source: FY 2018 Service Performance Report at 3-4; FY 2017 Service Performance Report at 4; FY 2016 Service Performance Report at 4; FY 2015 Service
Performance Report at 4; Docket No. ACR2014, Library Reference USPS—FY14-29, December 29, 2014, file “Service Performance ACR FY14.pdf,” at 4 (FY
2014 Service Performance Report); Docket No. ACR2013, Library Reference USPS—FY13-29, December 27, 2013, file “Service Performance ACR
FY13.pdf,” at 4 (FY 2013 Service Performance Report).

(3)  Postal Service Report

The Postal Service reports that the top root causes for the failure to meet FY 2018 First-
Class Mail targets include: origin sites failing to clear outgoing mail on time, mail waiting to
be picked up at freight houses, origin sites failing to dispatch network trips on time, origin
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sites not clearing Flat operations on time, and Surface Transfer Centers (STCs)31¢ not
meeting targeted transfer times. FY 2018 Service Performance Report at 8. The Postal
Service states that pieces may not clear due to failure to follow the plan set by the Run Plan
Generator (RPG). January 11 Responses to CHIR No. 1, question 22. The RPG model uses
forecasted data to develop a machine schedule, including start times and throughputs,
which is capable of processing all volumes by the intended clearance times. Docket No.
ACR2015 Service Response at 7. The Postal Service also states that service performance
failures can occur due to failure to obtain target throughputs and a lack of open
communications between the sending and receiving sites. January 11 Responses to CHIR
No. 1, question 22. The Postal Service observes that a site’s failure to follow the RPG plan,
obtain target throughputs, and engage in open communications affect all types of First-
Class Mail pieces (regardless of product, shape, or service standard). Id.

Thus, the Postal Service maintains that it is critical that all sites clear and dispatch all
operations on time. Id. The Postal Service emphasizes that it will focus on dispatch
discipline in FY 2019.317 The Postal Service discusses its plans to use tools to improve
machine utilization (RPG), visualization and team communication (huddle boards), and to
identify opportunities to advance the delivery of 3-5-Day First-Class Mail pieces (Informed
Visibility (IV) Advance Capture 3 into 2 reporting tool). FY 2018 Service Performance
Report at 8-9. The Postal Service states that it has begun to deploy service teams to
locations with service performance issues in FY 2019 Quarter 1. January 11 Responses to
CHIR No. 1, question 26. The Postal Service intends to hold daily Area318 teleconferences to
ensure sites adhere to all operating plans. January 11 Responses to CHIR No. 1, question 26.

The Postal Service developed data linking the amount (number of percentage points) by
which on-time performance for Presorted Letters/Postcards, Single-Piece
Letters/Postcards, and single-piece Flats, decreased due to each specific root cause of
failure.31°

318 An STC is a Postal Service facility that consolidates and redistributes mailpieces to increase vehicle cubic capacity and utilization. United

States Postal Service Publication 32, Glossary of Postal Terms, July 2013 (available at:
http://about.usps.com/publications/pub32/pub32_terms.htm). For mailpieces containerized by product type or by ZIP Code range, the STC
engages in “cross-docking.” Id. This refers to transporting but not processing those mailpieces (for example, transporting mailpieces between
two vehicles, between a vehicle and a staging area, or between two staging areas). /d. Mixed mail volume is sorted for dispatch to the
appropriate destination. /d.

37 FY 2018 ACR at 48. “Proper dispatch discipline includes sweeping all available mail for each trip, which means that mail can make the earliest

dispatch and reduce the risk of the last trip exceeding capacity.” Docket No. ACR2017 Responses to CHIR No. 2, question 9.e.

*8 The Postal Service organizes its network into seven geographic Areas: Capital Metro, Eastern, Great Lakes, Northeast, Pacific, Southern, and

Western. Each Area has oversight of subordinate districts, processing and distribution centers, network distribution centers, airport mail
centers, international service centers, and remote encoding centers. United States Postal Service, Employee and Labor Relations
Manual § 113.3(g), September 2018 (available at: http://about.usps.com/manuals/elm/elm.htm).

319January 11 Responses to CHIR No. 1, question 20; January 28 Responses to CHIR No. 3, question 10.a.; Responses to CHIR No. 11, question

7.a.


http://about.usps.com/publications/pub32/pub32_terms.htm
http://about.usps.com/manuals/elm/elm.htm

Docket No. ACR2018 -166 -

For Presorted Letters/Postcards, these point impacts were developed from the Presort
First-Class Mail Root Cause Failure Analysis and were calculated as:

(1 — Unweighted Score) x Root Cause Category Failure Percentage
= Root Cause Category Point Impact

Responses to CHIR No. 6, question 3.

For single-piece Flats and Single-Piece Letters/Postcards, these point impacts were
developed from the EXFC Root Cause Failure Analysis and were calculated as:

(1 —EXFC Weighted Score) x Root Cause Category Failure Percentage
= Root Cause Category Point Impact320

(4) Comments

The Public Representative observes that no First-Class Mail product met its service
performance target in FY 2018 and that results declined compared to the levels observed in
FY 2017. PR Comments at 4. Noting that the Postal Service has described its plans to
address the “top root causes” of the failure to meet service performance targets, she states
that there will be an opportunity during the FY 2019 annual compliance review proceeding
to assess whether these plans were able to reverse the decline observed in FY 2018. Id. at
13. She urges the Commission to continue taking an active role in driving improvement. Id.
at 2.

Describing the Postal Service’s failure to meet its First-Class Mail service performance
targets since FY 2015, NTU asserts “[t]his pattern of mismanagement and
underperformance leaves taxpayers with little faith in the agency.” NTU Comments at 2.
NTU suggests that the Commission outline delivery-related goals for the Postal Service
along with fair consequences for continued lapses. Id. at 3.

ACI observes that the Postal Service fell short of all of its First-Class Mail service
performance targets in FY 2018 and asserts that the Postal Service has not been
appropriately penalized for the downward trend in service quality and performance. ACI
Comments at 1. Acknowledging that the Postal Service’s operational window changes have
affected service performance for letters, ACI states this “service deterioration has been, in
part, intentional.” Id. In reply, the Postal Service “disputes the characterization that any
known cost savings initiatives have been conducted with an ‘intentional’ purpose of
‘service deterioration.” Postal Service Reply Comments at 18-19 n.54 (quoting ACI
Comments at 1).

320 January 28 Responses to CHIR No. 3, question 10.c. An analysis of the data specific to 3-5-Day Single-Piece Letters/Postcards appears in

section V.A.3., supra.
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NPPC also discusses the decrease in First-Class Mail service performance results from FY
2017 to FY 2018. NPPC Comments at 2. NPPC characterizes the Postal Service’s
explanations for the failure to meet service performances targets in FY 2018 and optimistic
expectations that performance will improve in FY 2019 as “déja vu.” Id. at 3. NPPC observes
that similar descriptions and expectations were provided in the FY 2017 ACR, yet service
performance actually declined. Id. NPPC states that the Commission could direct the Postal
Service to report on the progress and effects of the initiatives it identifies in the preceding
ACR. Id.

NAPM and Idealliance assert that service performance must be improved for First-Class
Mail Presorted Letters/Postcards. NAPM/Idealliance Comments at 6. While observing that
service performance for some categories of First-Class Mail has improved since FY 2015,
they state that service performance for all First-Class Mail categories remains below FY
2014 levels. Id. They express concern that degraded service performance contributes to
declining mail volume. Id. They state that service performance is important to the
businesses using First-Class Mail and that the Postal Service’s failure to achieve its
percentage on-time service performance targets for 4 years in a row “can have a
deleterious impact on a business’ decision to use mail as compared to electronic
communications.” Id.

The Postal Service replies that the ACR acknowledges that service performance in FY 2018
fell short of most targets and, in some cases, declined from prior levels. Postal Service Reply
Comments at 18-19. The Postal Service asserts that FY 2018 service performance “followed
on two consecutive years of improvements in service performance, and more importantly,
the Postal Service has outlined specific steps it is taking to reverse the declines.” Id. at 19.

(5) Commission Analysis

Figure V-5 displays the point impacts of the top five root cause indicators on service
performance results for First-Class Mail Presorted Letters/Postcards for each quarter of FY
2018.
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Figure V-5
Nationwide Impact of Top 5 Root Causes on Service Performance Results
for First-Class Mail Presorted Letters/Postcards,
by Service Standard, by Percentage Points, by Quarter, FY 2018
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According to the Postal Service’s data for FY 2017 and FY 2018, the largest percentage
point impacts on service performance results for Presorted Letters/Postcards are
attributed to mailpieces classified as Dead on Arrival (DOA) and those experiencing last
mile failure. Below the Commission discusses each of these indicators.

The first indicator, DOA, is assigned if a Presorted Letter/Postcard that is not delivered by
its service standard receives the initial scan after 8:00 on the expected day of delivery.
Responses to CHIR No. 11, question 7.c.; see January 11 Responses to CHIR No. 1, question
24.b. Table V-20 displays the reported percentage point impacts caused by DOA on service
performance results for Presorted Letters/Postcards for each quarter of FY 2017 and FY
2018.
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Table V-20
Nationwide Impact of DOA on First-Class Mail Presorted Letters/Postcards Service
Performance Results, by Service Standard, by Percentage Points, by Quarter, FY 2017-FY 2018

FY 2017 FY 2018
Qi Q2 Q3 Q4 Q1 Q2 Q3 Q4
Overnight 0.76 0.63 0.48 0.54 1.19 1.18 0.78 0.61
2-Day 2.03 1.83 1.12 1.25 2.77 2.93 1.50 1.27
3-5-Day 4.13 3.66 2.40 2.69 5.43 6.59 2.98 2.79

Source: Additional Results File, tab “Q20 — PFCM.”

For FY 2017 and FY 2018, DOA decreased national service performance results for 2-Day
and 3-5-Day Presorted Letters/Postcards more than any other root cause. For these 2 fiscal
years, DOA was ranked as the second most impactful cause of the decline in national
service performance results for Overnight Presorted Letters/Postcards. For all three
service standard categories, FY 2017 and FY 2018 service performance results for
Presorted Letters/Postcards were considerably more impacted by DOA mailpieces in
Quarters 1 and 2 than in Quarters 3 and 4. For all three service standard categories, the
quarterly point impacts of DOA reported in FY 2018 increased over the corresponding
quarterly point impacts reported in FY 2017.

For FY 2017 and FY 2018, the overall point impact of DOA was largest on the 3-5-Day
service standard category. Moreover, as illustrated by Figure V-6, the FY 2018 quarterly
point impacts of DOA on the 3-5-Day service standard category are considerably larger
relative to the remaining root cause indicators ranked in the top five.



Docket No. ACR2018 -170 -

Figure V-6
Nationwide Impact of Top Root Causes on Service Performance Results
for 3-5-Day First-Class Mail Presorted Letters/Postcards,
by Percentage Points, by Quarter, FY 2018
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Reducing the amount of DOA mailpieces generally represents an opportunity for service
performance improvement. The Commission finds that due to its relative impact,
investigating and reducing DOA, particularly for the 3-5-Day service standard and during
fiscal Quarters 1 and 2, represent a high-leverage opportunity for the Postal Service to
improve nationwide service performance results for Presorted Letters/Postcards.
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The second indicator, last mile failure, is assigned if the Presorted Letter or Postcard that is
not delivered by its service standard:

e receives the correct, final scan at the destination plant before 8:00 on the expected
day of delivery

e does not receive a first Delivery Point Sequence (DPS) pass only

e does not experience DPS looping and

e has the appropriate depth of sort given its destination

Responses to CHIR No. 11, question 7.c.; see January 11 Responses to CHIR No. 1, question
24.b.

Figure V-7 displays the reported percentage point impacts caused by last mile failures on
service performance results for Presorted Letters/Postcards for each quarter of FY 2017
and FY 2018.
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Percentage Points

Figure V-7
Nationwide Impact of Last Mile Failures on Service Performance Results
for First-Class Mail Presorted Letters/Postcards, by Service Standard,
by Percentage Points, by Quarter, FY 2017-FY 2018
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For FY 2017 and FY 2018, last mile failures decreased national service performance results
for Overnight Presorted Letters/Postcards more than any other root cause. For these 2
fiscal years, last mile failures were ranked as the second most impactful cause of the
decline in national service performance results for 2-Day and 3-5-Day Presorted
Letters/Postcards. Despite their elevated ranking, last mile failures have not impacted
quarterly service performance results for any of the three service standard categories of
Presorted Letters/Postcards by more than 1.5 percentage points. The Commission is
encouraged by the Postal Service’s efforts to keep the point impacts of last mile failures
relatively low.

After 2 years of improvements in the First-Class Mail service performance results, FY 2018
results decreased slightly across all categories. While results have not declined to the level
observed in FY 2015, the nadir for First-Class Mail service performance results, the
Commission is concerned by these decreases. After review of the results, the data discussed
above and in section V.A.3,, supra, the Postal Service’s explanations, and the comments, the
Commission agrees